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Introduction

U.S. Citizens Abroad

Taxation of U.S. Citizens Abroad is part of a series that presents information on taxation in various countries of the world. The book is intended to
supply information of a general character regarding United States taxation of its citizens who are employed in foreign countries. Specific questions should be answered by reference to the laws and regulations of the
United States and the foreign country in which the U.S. citizen is living
while employed abroad and by consultation with professional advisors in
the light of the particular circumstances.
Taxation of U.S. Citizens Abroad is published in two forms: in a loose-leaf
edition and as a bound book. Only the loose-leaf edition may be supplemented or revised. These supplements will appear on blue-colored sheets
inserted at the end of the book. These supplementary pages will be keyed
to the original text by chapter and section numbers and should always be
read in connection with the original text. In addition, revised information
may be presented on pages inserted in the basic text to replace original
pages. Revisions of this type are indicated by a date that appears on the
bottom of each replacement page.
Rules governing taxation are subject to change and reinterpretation, in
many cases with little or no advance notice. The information in this book
is based on material available to Deloitte Haskins & Sells as of February
1980.
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Chapter 1

U.S. Citizens Abroad

Planning for Tax Savings
1.01 General
The amount of income tax a U.S. citizen (and, in some cases, a U.S. resident
alien) pays while employed in one or more foreign countries can be
materially affected by actions taken before leaving the United States.
Therefore, tax planning should commence as soon as possible after
accepting an overseas assignment in order to make the most of the taxsaving opportunities.
The information in this book applies to individuals who are employed in
one or more foreign countries. The U.S. Virgin Islands, Puerto Rico, and U.S.
possessions are not considered foreign countries for this purpose. Also,
this book does not address the special tax provisions that apply to U.S.
government employees assigned abroad. The term "citizen" for purposes
of this book is restricted to individuals born or naturalized in the United
States and subject to its jurisdiction, thus excluding many who have U.S.
citizenship because they were born in a U.S. possession or have some
other special relationship, such as certain citizens of the Philippines.
The special rules concerning the tax deduction for excess foreign-living
costs (Chapter 2) and the limited exclusion for employees residing in a
camp in a hardship area (Chapter 3) apply to U.S. citizens abroad, and to
aliens who have established and maintain a residence in the United States
though they are employed abroad. For U.S. tax purposes, resident aliens
are subject to essentially the same provisions as are American citizens.
Therefore, references in this book to U.S. persons or taxpayers apply equally to U.S. citizens and resident aliens; distinctions are generally made only
to point out the effect of such status of a family member on the taxation of
a U.S. taxpayer (7.03).
1.02 Requirement for Filing Returns
While abroad, U.S. citizens and aliens who are U.S. residents remain subject to the same rules for filing tax returns as when they were in the United
States. Income that may be eligible for the "camp exclusion" (Chapter 3) or
offset by a deduction for excess foreign-living costs (Chapter 2) is includable in gross income when determining whether a taxpayer must file an
income tax return. For 1979, an unmarried person must file a federal
income tax return if gross income exceeds $3,300; married persons who
are eligible to file a joint return must file if their combined incomes exceed
$5,400. If either spouse files a separate tax return, the minimum income
threshold for the other spouse is $1,000. The extra exemptions available to
taxpayers who are blind or over 65 years of age increase the respective
income levels by $1,000 for each additional exemption. Since the requirement to file a federal tax return is based on income instead of tax, even
those persons who have no U.S. tax liability because of relief provisions.
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such as the foreign tax credit, must file returns if their income exceeds the
above mentioned limits.
1.03 Time and Place to File Federal Returns
U.S. citizens with a foreign address at the time they file their tax returns
should file federal income tax returns (Form 1040) with the Internal
Revenue Service Center, Philadelphia, Pennsylvania 19255. The normal
due date for calendar-year returns is April 15. Because the Internal
Revenue Service is not required to accept the date of a foreign postmark as
indication of a timely filing, taxpayers should mail returns early enough so
as to assure receipt by the Internal Revenue Service Center on or before
the due date.
U.S. citizens who are either traveling or residing outside the United States
on April 15, the normal filing date, can utilize an automatic two-month
extension provision. To claim this extension, which normally postpones
the filing date until June 15, taxpayers should attach a statement to their
tax returns stating that the automatic extension applies and specifying the
reason (e.g., on April 15 the taxpayers were residents of a foreign country).
Recently proposed Treasury Regulations, if adopted, would enable resident
aliens, who are traveling abroad on April 15, to obtain the same automatic
two-month extension that now applies only to U.S. citizens.
If a further extension beyond June 15 appears necessary, you can request
an additional extension of up to three more months. This extension,
however, is not automatic. It must be requested by filing Form 2688 in
duplicate with the Internal Revenue Service Center where you will file your
federal return. You must show reasonable cause for your request for the
additional time. You should submit Form 2688 before the June 15 due date
has passed. See 10.01 for a discussion of special extension provisions that
apply to recent transferees who expect to qualify (but have not yet
qualified) for either the deduction for excess foreign living costs or the
exclusion for income earned while residing in certain camps.
The automatic two-month extension that applies to U.S. citizens traveling
or residing outside the United States on April 15 is available to a husband
and wife filing a joint return even though only one spouse is traveling or
residing abroad on April 15.
None of the extension provisions postpone the due date for paying your
tax liability. Any balance of tax due, as ultimately determined, which is not
paid by April 15 will be subject to interest at an annual rate of 12%.
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1.04 Special U.S. Rules as a Basis for Tax Planning
The tax rules that constitute the basis of tax planning for U.S. persons
employed in foreign countries are:
a. the special deduction for certain expenses of living abroad (Chapter 2),
b. the limited exclusion for income earned by individuals in certain camps
(Chapter 3), and
c. the rules permitting U.S. taxes to be reduced by a credit for foreign
income taxes (Chapter 6).
Before leaving on your foreign assignment, you should familiarize yourself
with these provisions so that you can properly adjust your withholding tax
level (or determine if you need to make estimated tax instalment payments) and so that you will be prepared to keep the records necessary to
substantiate amounts you will be reporting on your tax return.
The personal and business aspects of applying the special rules cannot
always be dealt with separately. Chapter 7 presents explanations of how
these special rules may apply in some of the situations that typically arise.
1.05 Foreign Exchange Rate Translations
Any income received in foreign currency must be translated into U.S. dollars for reporting in a U.S. tax return, and deductible payments made in
foreign currencies must be similarly translated. The exchange rate you
should use for such translations is the one in effect on the date the income
is received or the expense is paid. Where more than one rate of exchange
is in use (official rate, open market rate, etc.), you must use the rate that
most properly reflects income or expense. See 6.14 for the translation of
foreign tax payments into U.S. dollars when computing the foreign tax
credit.
Some individuals may be employed in a country that imposes monetary,
exchange, or other restrictions that prevent income received in that country's currency from being converted into United States currency. This
situation may give rise to what is called "blocked foreign income." A taxpayer who receives blocked foreign income may elect to defer recognition
of taxable income for U.S. purposes, generally until the earliest date when
the income is eligible for conversion to U.S. currency, or it is, in fact, converted, or it is spent for nondeductible personal expenses. When blocked
foreign income is deferred for tax purposes, deductions for amounts paid in
the same foreign currency are also postponed until the blocked foreign
income is included in U.S. taxable income. The election to defer recognition of blocked foreign income must be made by the time prescribed to file
a tax return for the first taxable year for which the election applies. Professional advice should be obtained if you believe the blocked foreign income
rules may apply to you, since these rules are highly technical.
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1.06 Other Taxes
Most states in the United States have income tax laws (Appendix A) that
should be considered, as should the tax laws of the country or countries in
which a U.S. person may live or work during an overseas assignment. U.S.
citizens living abroad may also be liable for certain miscellaneous federal
taxes such as the self-employment tax and the estate and gift taxes
(Chapter 8).
The question of where a person has legal domicile is becoming increasingly important to U.S. persons abroad in connection with state and foreigncountry taxation. Some of the states tax as a resident anyone domiciled in
that state, even if the taxpayer is working and residing in a foreign country.
Thus, it is possible in some states for a person to be taxed as a resident
even while that person is considered, for federal purposes, to be a bona
fide resident of a foreign country. The issue of domicile may also arise in
the context of estate and inheritance taxes in one or more states as well as
in the foreign country.
Before going overseas, you should obtain advice about the consequences
of being domiciled in your state. This may avoid serious problems later. It
should not be assumed that your state tax responsibility ceases as a result
of your move to a foreign country.
1.07 U.S. Treasury Publications
The Internal Revenue Service official instructions for Form 1040—U.S.
Individual Income Tax Return, and the Service's booklets—"Your Federal
Income Tax" (publication No. 17), "Tax Guide for U.S. Citizens Abroad"
(publication No. 54), and "Foreign Tax Credit for U.S. Citizens and Resident
Aliens" (publication No. 514) are additional sources of information. The
instructions accompany the tax form mailed to taxpayers who filed a tax
return for the preceding year; they are also available at Internal Revenue
Service offices and many U.S. embassies and consulates. The booklets can
also be obtained from the Office of International Operations, Internal
Revenue Service, Washington, D.C. 20225.
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Deduction for Certain
Expenses of Living Abroad
2.01 Who May Claim the Deduction
U.S. citizens and certain U.S. resident aliens (1.01) who have earned
income from employment in one or more foreign countries may be entitled
to a deduction in computing taxable income for certain of the unusually
high costs of living and working abroad. The deduction for excess foreign
living costs is provided by section 913 of the Internal Revenue Code and,
therefore, is often referred to as the "section 913 deduction." The section
913 deduction is available to U.S. citizens and resident aliens who have a
tax home in a foreign country, derive income from rendering personal services, and satisfy either a bona fide residence or physical presence test. All
these terms are described in the succeeding paragraphs and chapters. The
section 913 deduction is available whether income is earned as an
employee, self-employed person, or a member of a partnership in which
personal services are rendered. An individual may not claim the section
913 deduction if for the same period that person claims the limited exclusion applicable to employees in certain camps (Chapter 3).
The Foreign Earned Income Act of 1978 provided two alternative relief
measures affecting expatriates' U.S. tax liability: the section 913 deduction
and the limited exclusion for income earned by individuals residing in
"camps" in hardship areas (Chapter 3). An individual who qualifies for the
camp exclusion will be qualified also for the section 913 deduction and
must choose which of the two relief measures is more beneficial.
The section 913 deduction is a deduction in computing adjusted gross
income and, as such, it may be claimed by taxpayers who use the zero
bracket amount (formerly called the standard deduction).
2.02 Basis for Qualification
A U.S. citizen can qualify for the section 913 deduction by satisfying either
of the following tests:
a. by being a bona fide resident of one or more foreign countries for an
uninterrupted period that includes one entire taxable year (Chapter 4),
or
b. by being physically present in a foreign country or countries for at least
510 full days out of any period of 18 consecutive months (Chapter 5).
An alien who is a U.S. resident can qualify for the section 913 deduction by
satisfying the physical presence test, (b), above.
Normally, the bona fide residence test, (a) above, does not apply to aliens.
However, the Internal Revenue Service has ruled that in a particular situation where an alien from Canada was considered to be a resident of both
the United States and Belgium (under U.S. tax regulations), the alien
qualified under the bona fide residence test. The ruling was based on the
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income tax treaty between Canada and the United States which provides
that Canadians resident in the United States will not be discriminated
against for U.S. tax purposes. The same result might be possible under
several other U.S. tax treaties that contain similar nondiscrimination
clauses. Nevertheless, it is unusual for an alien to be simultaneously a resident of the United States and a foreign country (Chapter 4).
In addition to qualifying under either the bona fide residence or physical
presence test, a taxpayer must have a "tax home" in a foreign country. The
term "tax home" generally means the taxpayer's home for purposes of the
deduction for traveling expenses while away from home, which is ordinarily his principal place of work. This term also includes the taxpayer's household or residence if it is within a reasonable commuting distance from his
principal place of work. A taxpayer will not be considered as having a tax
home in a foreign country if he lives in the United States and his principal
place of work is in a foreign country. For example, consider the situation of
a taxpayer who lives in Detroit, Michigan, but commutes daily to work in
Windsor, Ontario. Ordinarily, the taxpayer's tax home would be in Windsor,
but, for purposes of the excess foreign-living costs deduction, Windsor
would not be considered the taxpayer's "tax home." As a result, the taxpayer would not be entitled to the deduction.
The Treasury Department's temporary regulations provide that a taxpayer
retains a foreign tax home during a two-week vacation in the United
States. However, the regulations suggest that if a taxpayer who lives
abroad is present in the United States for an extended period of time, the
tax home could change to the United States. If this occurs, no section 913
deduction would be allowed for the period that the taxpayer ceases to
have a foreign tax home.
2.03 The Excess Foreign-Living Cost Deduction
By enacting the Foreign Earned Income Act of 1978, Congress recognized
that Americans working abroad encounter unusually high living costs. To
place these taxpayers in a position comparable to that of Americans working in the United States, Congress enacted section 913 to permit a deduction for excess foreign-living costs, consisting of a cost-of-living differential; expenses for housing, schooling, and home-leave transportation; and
a special "hardship-area" deduction.
Besides specific restrictions and limitations applicable to each category of
foreign-living costs, the new deduction is subject to an overall limitation: it
may not exceed the taxpayer's net foreign-source earned income. This is
the taxpayer's earned income from sources outside the United States for
the portion of the year in which his tax home is in a foreign country,
reduced by the sum of: (1) earned income that was excluded from taxable
income under section 119 (i.e., the value of meals or lodging furnished to
the taxpayer by his employer for the convenience of the employer) and (2)

6
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deductions properly allocable to the foreign-source earned income (but not
including the deduction for excess foreign-living costs). Properly allocable
deductions would include, for example, moving expenses. It seems unlikely that this limitation will affect many taxpayers.
The section 913 deduction amount is the sum of the five component
amounts. Thus, an eligible taxpayer determines the section 913 deduction
merely by totaling the qualified cost-of-living differential, housing
expenses, schooling expenses, home leave expenses, and hardship area
deduction.
Some employees receive compensation which their employers label as
cost-of-living, housing, schooling, home leave, or hardship allowances.
These allowances, by whatever name, are normally taxable as compensation. But the section 913 deduction components do not depend on
whether or how much of an employee's earnings consist of such
allowances. The cost-of-living deduction differential, for example, may be
greater or less than the amount received as a cost-of-living allowance from
the employer.
A discussion of each of these section 913 deduction components and
related matters follows.
2.04 Qualified Cost-of-Living Differential
This element of the deduction is determined by reference to tables
prescribed by the Treasury Department. The tables are revised at least
once each year to take account of changes in the cost-of-living in foreign
locations as compared with domestic changes. Appendix (C) presents the
tables that apply for 1979.
A taxpayer who has a tax home in one location for an entire year determines the qualified cost-of-living differential by finding the amount listed
in the table for his particular location and family size. No differential is
allowed for a country unless the Internal Revenue Service considers that
country's cost of living to be higher than the highest cost-of-living area in
the continental United States (excluding Alaska).
In determining cost-of-living comparisons, the Internal Revenue Service
takes into account normal living costs (other than such items as housing
and schooling for which specific section 913 deduction relief is separately
provided) that would be encountered by a person earning compensation
equal to the GS-14, step 1 government level. Therefore, it is likely that the
deductible cost-of-living differential may be an amount very different from
the actual differential experienced.
If you do not have your tax home in the same foreign country all year, or if
your family size at your foreign tax home changes during the year, you
must make separate cost-of-living calculations for each different period.
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This is done by multiplying the table amount (which is a full-year amount)
by the following fraction:
Number of qualifying days
Number of days in the year
This calculation is necessary, for example, if you moved during the year
from the United States to a foreign location. In this event, the numerator
would generally be the days following the move and the denominator
would be 365 (366 in a leap year).
The term "qualifying days" refers to the days falling during a period when
you have a foreign tax home and you meet either the bona fide residence
or physical presence test.
In determining family size (for purposes of using the government prepared
table), the family includes only the taxpayer, spouse, and dependents who
share the taxpayer's abode. A dependent is not considered to share the
taxpayer's abode while boarding at school. Unless a person maintains a
qualified second household (2.10), no cost-of-living differential is allowed
during any period when the taxpayer receives both meals and lodging
excludable from taxable income under section 119 (the convenience of
employer rules).
If family size varies during the taxable year, a separate cost-of-living
amount must be computed (using the fraction described above) for each
portion of the year during which family size is different. Those amounts
must then be added together to determine the cost-of-living differential for
the taxable year.
Example: If all of the days of a taxable year are qualifying days with
respect to one foreign tax home and an unmarried taxpayer's only dependent attends a secondary level boarding school for 274 days of the year
and lives with the taxpayer during the remaining 91 days, the taxpayer
must compute two cost-of-living amounts. The first equals the full year's
cost-of-living differential specified in the cost-of-living table for the taxpayer's tax home for a family size of one multiplied by 274/365. The
second equals the full year's cost-of-living differential specified for the taxpayer's tax home for a family of two multiplied by 91/365. The sum of the
two amounts constitutes the taxpayer's cost-of-living differential for the
taxable year.
2.05 Qualified Schooling Expenses
This component of the section 913 deduction consists of the full amount of
reasonable costs incurred for the education of each of the taxpayer's
dependents at the elementary or secondary level (the equivalent of kindergarten through grade 12 in the United States). Qualified schooling
expenses include tuition, fees, books, other school-required costs, as well
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as local transportation. Optional expenses, such as optional field trips and
extracurricular activities, are not qualified expenses.
If an adequate U.S.-type school is not available within a reasonable commuting distance (generally, within a one-hour drive) of your tax home, the
cost of room and board as well as round-trip transportation of the student
between your home and the school are also qualified expenses. In this
situation, schooling expenses for transportation include the reasonable
costs of traveling between the school and the taxpayer's home at the
beginning and end of the school year and during vacation periods.
Reasonable travel costs are normally limited to the lowest coach fare
available from a commercial airline on a reserved-seat basis.
Schooling expenses only qualify to the extent they are for a period when
the dependent lives with you at your foreign tax home and you are
qualified for the section 913 deduction. For this purpose, your child would
normally be considered to live with you even while boarding at school.
However, a dependent who remained in the United States when you
moved abroad and who only occasionally visits you would not be considered to live with you for this purpose.
Tuition is considered reasonable only to the extent it does not exceed the
tuition charged by the least expensive adequate U.S.-type school within a
reasonable commuting distance of your tax home. If there is no adequate
U.S.-type school available within reasonable commuting distance, then the
actual tuition incurred wherever the child attends is automatically considered reasonable.
A school is considered a U.S.-type school if it offers a curriculum which:
a. is taught in English;
b. is comparable to that offered by accredited schools in the United
States; and
c. would qualify the student for graduation if the student were to transfer
to a U.S. school.
A U.S.-type school is not considered available (for purposes of determining
reasonable schooling costs) if the school will not accept the student for
enrollment. A school is not adequate if, because of physical impairment or
learning disability, the student is in need of special educational facilities or
training which the school does not provide. For example, a school is not
considered adequate if the student desires a college-preparation curriculum, but the school does not offer one. You need not demonstrate that
your children attend an adequate U.S.-type school to protect your qualified
schooling expense, but your deductible amount may be limited if your
children attend a school other than the least expensive adequate U.S.-type
school available within a one-hour drive of your tax home.
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2.06 Qualified Home-Leave Travel Expenses
This portion of the section 913 deduction consists of the reasonable
expenses for transportation of the taxpayer, spouse, and dependents who
reside with the taxpayer from the foreign tax home to the United States
and back. Qualified expenses only include trips that originate at a foreign
location and end at a foreign location. Round-trip costs for dependents
who live in the United States and visit you abroad are not qualified. If the
round trip originates or ends at a foreign location other than your tax
home, the qualified home-leave travel is limited to the reasonable
expenses that would have been deductible had the trip originated and
ended at the foreign tax home.
The Internal Revenue Service maintains that home-leave travel expenses
do not include the costs of meals or lodging paid en route or after arrival in
the United States. Apparently, no deduction is allowed for stopover costs
even if they are necessary as part of the journey.
Home-leave travel costs qualify only to the extent they are reasonable. If
you travel by air, the airfare costs are considered reasonable only up to the
amount of the lowest reserved coach or economy rate available from a
commercial airline during the month you travel. However, if there is no
coach or economy fare offered to any passengers on the particular flight or
if you must fly first class because of a physical impairment, the lowest firstclass fare available will be considered reasonable. Where air travel is
available, but you use an alternative mode of travel, reasonable costs are
limited to the airfare that would have been allowable had you gone by air.
Connecting ground transportation costs should also be considered
qualified travel costs, but no explanations of, or limitations on, these items
have been published.
Only the costs of one round trip per person are deductible for each 12month period abroad. The 12-month period is measured by reference to
the continuous period during which the taxpayer's tax home is in a foreign
country. It is not necessary to complete the 12-month period before taking
the home leave, as long as the 12-month qualification period is completed
after returning to the foreign tax home.
Under this rule, the costs of two home-leave trips may be deductible in a
single taxable year. Assume a taxpayer establishes his foreign tax home on
July 1, 1979 and takes a home-leave trip in March 1980 and another in
December 1980. The costs of both trips may be deducted in 1980, if the
taxpayer maintains his tax home in a foreign country through June 30,
1981.
If you travel to the United States, but not to the area of your present or
most recent U.S. principal residence, your qualifed travel expenses are
limited to the costs you would have incurred to travel to the nearest U.S.
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port of entry in the continental United States (excluding Alaska). If you do
not travel to a point in the United States, you will not be entitled to deduct
any travel expenses as home leave.
2.07 Qualified Hardship-Area Deduction
If a taxpayer has a tax home in a location that is designated as a hardship
area, a deduction of up to $5,000 is allowed. This component of the section
913 deduction is computed on a daily basis for the period the individual's
tax home is in a hardship area. For example, if a person's tax home is in a
hardship area for 30 days during a taxable year, the hardship-area deduction would be $411 (30/365 X $5,000).
The 1979 list of hardship areas is shown in Appendix D. Presumably, the
Treasury will provide updated listings of hardship areas for taxpayer use.
The evaluation of areas for designation as hardship areas is performed by
the State Department, Post Allowances Division. Taxpayers may submit an
application to the State Department to have a specific location evaluated if
that location does not appear on the Treasury Department's list of
approved hardship areas. Since no deduction will be allowed unless the
location has been designated as a hardship area, it is not advisable to claim
the deduction with respect to an unlisted area and expect to obtain a
favorable determination later during an Internal Revenue Service audit.
An area will be considered a hardship area only if it is a foreign location at
which the State Department considers conditions extraordinarily difficult
or notably unhealthy or where excessive physical hardships exist, and U.S.
government employees, if stationed there, would be entitled to at least a
15% post allowance. The cost of living in the area is not relevant for this
purpose.
2.08 Qualified Housing Expenses
This element of the deduction is an amount equal to the excess of the taxpayer's actual housing expenses over his base housing amount.
The term "housing expenses" refers to reasonable expenses actually paid
or incurred by or on behalf of a taxpayer for housing for himself, his spouse,
and dependents, if they reside with him (or reside at a qualified second
household). Rent would qualify as a housing expense, but the cost of
purchasing a home, or making improvements to a home, would not qualify,
since these costs are capital expenditures. Mortgage amortization and
depreciation of a house do not qualify as housing expenses. Moreover,
housing expenses that are lavish or extravagant, under the circumstances,
will not be taken into account. It is not clear whether Congress intended
the costs of telephone, mail service, security patrol, the rental of furniture
as well as gardening and ground maintenance, etc., to be encompassed
within the term "housing expenses," but the position of the Internal
Revenue Service is that they are not housing expenses. Housing expenses
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include expenditures for utilities and insurance, but not interest and real
estate taxes, which are deductible separately in the income tax return as
itemized deductions.
Congress apparently intended the base housing amount to represent the
amount that taxpayers would have paid for housing had they been residing
in the United States. Only the housing expenses in excess of the base
housing amount are deductible under section 913. The base housing
amount equals 20 % of the excess of the taxpayer's net earned income
over the sum of the total actual housing expenses (as defined above) and
the deductible amounts of the other elements of the excess foreign-living
cost deduction (the cost-of-living differential, schooling expenses, homeleave travel expenses, and the qualified hardship-area deduction). The
earned income taken into account is that income attributable to the
qualifying period, regardless of where the income was earned (2.09),
reduced by the amount of any directly related deductions during the
period (e.g., moving expense deductions).
Computation of the qualified housing expenses may be illustrated by the
following example, adapted from the legislative history of the Foreign
Earned Income Act of 1978.
Assume the taxpayer works abroad for a base salary of $12,000. His actual
housing expenses while living abroad are $5,000, of which $3,000 is reimbursed by his employer. Also assume that the taxpayer's other excess
foreign-living costs, i.e., excess cost-of-living, school, and home-leave
expenses and hardship-area deduction, total $1,000. The taxpayer does
not receive a reimbursement for these items.
Base Housing Amount
Net earned income:
Base salary
Housing allowance
Allocable deductions
Less:
Excess foreign-living costs
(excluding housing)
Housing expenses
Excess
Base housing amount
(20% of $9,000)

$12,000
3,000
$15,000
(-0-)

$15,000

( 1,000)
( 5,000)
$ 9,000
$ 1,800

Qualified Housing Expense
Housing expenses
Base housing amount
Qualified housing expense

12

(

$ 5,000
1,800)
$ 3,200
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Employers often provide housing for their employees and charge them an
appropriate amount to represent U.S. housing costs. In this case, the
deduction is computed in the same manner as if the employee had secured
housing himself and had been partially reimbursed by the employer (as in
the example above). That is, the excess of the value of the housing over the
employer's charge is to be treated as an amount paid on behalf of the
employee for housing, and is, therefore, included in income and total housing expenses.
If a taxpayer maintains two abodes and the second abode is not a
"qualified second household" (2.10), only the housing expenses with
respect to the abode that bears the closest relationship to the individual's
tax home may be deducted.
Only housing expenses attributable to periods for which the taxpayer's tax
home is in a foreign country are deductible. Furthermore, unless the taxpayer has a qualified second household, expenses are not deductible for
periods when the value of his lodging is excluded under section 119 (lodging furnished for the convenience of the employer). The base housing
amount is computed for the same period for which housing expenses are
deductible.
2.09 Earned Income for Computing Base Housing Amount
As described in 2.08 above, the qualified housing expense is the excess of
housing expenses over the base housing amount (BHA). BHA is essentially
20 % of the net earned income related to the period of qualification minus
housing expenses and the other components of the section 913 deduction.
Expenses directly related to the earned income, such as moving expense
deductions and employee business expenses, are deductible against
earned income when computing BHA. Also, any meals and lodging
amounts excludable under section 119 (convenience of the employer
rules) should be eliminated from earned income for purposes of determining BHA.
In this context, earned income includes only compensation received for
personal services. It includes compensation earned while temporarily
working in the United States. Deferred compensation received later than
the year it was earned is considered earned income for this purpose, so
it is taken into account for computing BHA in the year of receipt, even if
it was earned in a year before a housing deduction was allowable.
Since deferred compensation is normally taken into taxable income and
BHA when paid rather than when earned, a computation problem exists
with respect to earnings received after the performance year. Under a
technical correction to the Foreign Earned Income Act of 1978, this
problem is resolved by requiring taxpayers to keep track of their
cumulative housing expenses and earned income attributable to the
entire period for which they are entitled to a section 913 deduction. For
each year (or portion of a year) that the taxpayer is entitled to a qualified
Deloitte Haskins & Sells
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housing expense deduction, BHA is computed using the earned income
received that year (or portion of a year). However, if in a subsequent year
deferred compensation is received and the taxpayer does not claim a
housing deduction (e.g., the year after moving back to the United
States), a special recapture rule applies. Under the recapture rule, the
taxpayer must recompute the cumulative qualified housing expense he
would have had if all compensation had been received in the year it was
earned. When making the recapture calculation only the compensation
received by the close of the third year after it was earned is treated as
earned income. To the extent the sum of the actual housing deductions
claimed in prior years exceeds the recomputed amount, such excess is
"recaptured" by including it in taxable income for the year the deferred
compensation is received.
When it is necessary to recompute the prior years' housing deduction
under the recapture rule, taxpayers should be particularly careful to
eliminate from earned income used to calculate BHA any amounts
received for services rendered before they became eligible for the section 913 deduction (such as payments for services rendered before
transferring overseas and services rendered before 1978).
2.10 Qualified Second Household
Normally, a taxpayer can only deduct excess foreign-living costs for one
home, that being the one closest to where he works. However, a special
set of rules applies when, because of "adverse living conditions" in the
vicinity of his tax home, a taxpayer maintains a separate household for
his spouse and dependents in a foreign country at a place other than his
tax home. "Adverse living conditions" means living conditions that are
dangerous, unhealthy, or otherwise adverse. The separate-household
rules operate as follows:
Qualified Cost-of-Living Differential. This deduction would be determined on the basis of the location of the qualified second household
instead of on the basis of the individual's tax home. For example, if an
individual is working and residing in a desert region of Sudan, but,
because of the adverse conditions at his workplace, he maintains a
separate household for his family in Cairo, the qualified cost-of-living
differential would be determined by referring to the table amounts for
Cairo. Also, even for periods when the value of the taxpayer's meals and
housing at his tax home is excluded from gross income, he is eligible for
the cost-of-living deduction (taking into account only his spouse and
dependents in determining family size) when he maintains a qualified
second household.
Qualified Housing Expenses. The taxpayer may include in his housing
expenses the reasonable costs incurred for his second home even if the
value of lodging at his tax home is excluded under section 119. If it is
not excluded, he may include the costs for both his tax home and the
qualified second household.
14
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The law requires that where the costs of two homes are included, the
calculation of the costs exceeding the base housing amount must generally be calculated separately. This may reduce the amount of otherwise
deductible expense. However, if the employee's tax home is in a hardship
area, the base housing amount for expenses at the tax home will be zero.
These points may be illustrated as follows:
Example 1: Assume total earned income of $80,000 and no excess
foreign-living costs other than housing.

Housing expenses incurred
Less: Base housing amount
Qualified housing expense

Tax
Home

Qualified
Second
Household

$ 5,000
15,000(a)
NIL

$20,000
11,000(b)
$ 9,000

(a) 20% of ($80,000 - $5,000) = $15,000
(b) 20% of ($80,000 - $25,000) = $11,000
A total of only $9,000 would be allowable as a deduction for the qualified
housing expenses, even though expenditures of $14,000 in excess of the
base housing amount had been incurred. When a second household is
maintained, the taxpayer bears an additional expense that may not be
deductible.
This apparent inequity is overcome if the individual's tax home is in a hardship area, so that the base housing amount for expenses at the tax home
will be zero. Thus, using the facts in Example 1, the following results:
Example 2:

Housing expenses incurred
Less: Base housing amount
Qualified housing expense

Tax
Home

Qualified
Second
Household

$ 5,000
NIL
$ 5,000

$20,000
11,0001
$ 9,000

The total deduction allowable for qualified housing expenses would be
$14,000, the sum of the two computed amounts. This is the same result as
if the total housing expenses were not subjected to separate limitations.

1

The example ignores the effect that any qualified hardship-area deduction would have on
the base housing amount. A qualified hardship-area deduction claimed would reduce the
base housing amount, thus increasing the qualified housing expense.
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Because of the distinction made by the law between areas with adverse
living conditions and hardship areas, especially in the previous calculations of allowable tax deductions, some further explanation is necessary.
A taxpayer determines whether the area in which he lives is a hardship
area by referring to a list provided by the Treasury. However, certain areas
with adverse living conditions may not be included on the list of hardship
areas. A congressional conference committee stated, in explaining this
provision, that the term "adverse living conditions" should be interpreted
quite liberally.
Therefore, the taxpayer should determine whether adverse living conditions exist at his tax home for purposes of claiming a qualified second
household, subject to a factual finding by the IRS upon audit that the
definitional test was met. The Treasury Department's temporary regulations specify that the tax home need not be in a hardship area (2.07) to
justify a qualified second household. According to the temporary regulations, adverse living conditions exist if there is a state of war or civil insurrection in the general area of the tax home. In addition, adverse living conditions exist if the taxpayer's abode is on the business premises of the
employer where it is not feasible to provide family housing. An example
would be an offshore drilling rig. Various other circumstances may also
justify a qualified second household, regardless of whether a taxpayer's tax
home is in a designated hardship area.
It is not clear whether a particular location might be so dangerous or
unhealthy for one taxpayer that a qualified second household is warranted,
while the same location is not "bad" enough to justify a qualified second
household for another taxpayer. For example, it may be that a particular
taxpayer's dependent has a physical condition such that the dependent
cannot tolerate the environment at the tax home, although other
individuals normally endure that environment. Presumably, the taxpayer
whose dependent cannot endure the local environment would require a
second abode for that dependent, but it is not entirely clear that it would
constitute a qualified second household for this purpose.
2.11 Working Couples
The tax law does not specify how a working couple should compute their
section 913 deduction where both individuals meet the bona fide residence or physical presence test. However, the Treasury Department's temporary regulations provide limited guidance for a few of the following
situations.
If both spouses qualify under section 913, both may claim the deduction
on a joint return or they may each claim a section 913 deduction on
returns filed separately. If a joint return is filed, the qualified cost-of-living
differential, home-leave travel, and schooling expenses are determined in
basically the same way as if only one spouse received the combined
earned income. This is because the cost-of-living table applies for a family
16

Deloitte Haskins & Sells

U.S. Citizens Abroad

unit; and schooling and home leave-travel are actual expenditures that are
not determined by which spouse earns the family's income.
If either or both spouses have a tax home in a hardship area, each spouse is
entitled to the qualified hardship-area deduction (2.07) on a separate
return. On a joint return, the sum of the qualified hardship-area deductions
for both spouses is allowed. This can result in up to a $10,000 deduction
where both spouses qualify for the maximum $5,000 amount. However,
neither spouse can claim a qualified hardship-area deduction that exceeds
that spouse's net earned income from foreign sources.
For the qualified housing expense, both spouses' earned incomes must be
combined to compute the base housing amount if a joint return is filed and
the couple lives together. If separate returns are filed, each spouse computes a qualified housing expense separately, taking into account only his
or her separate earnings to determine the base housing amount. However,
the combined qualified housing expense may not exceed the amount that
would have been allowed on a joint return. Separate housing deductions
also may be computed if the working couple files a joint return and (1) they
live in separate abodes that are not within reasonable commuting distance
of each other, and (2) they have different tax homes which are not within
reasonable commuting distance of each other.
If separate returns are filed by a couple that lives together, the qualified
cost-of-living differential for each spouse is one-half the amount that
would be allowed if they filed a joint return. If they file separate returns but
live in separate abodes that are not within commuting distance of each
other, then each spouse can claim a separate qualified cost-of-living
differential using the government prescribed table, and excluding the other
spouse from the family size.
In any event, it must be remembered that the section 913 deduction cannot exceed net foreign-source earned income (2.03). Even on a joint return,
the section 913 deduction cannot be increased by a spouse's qualified
hardship-area deduction in excess of the net foreign-source earned income
of the spouse who has the lower earnings.
Example: Assume that a married couple lives together and works in a
hardship area for an entire taxable year. If the husband earns $50,000 and
the wife earns $3,000, the maximum qualified hardship-area deduction
they can claim on a joint return is $8,000.
Furthermore, even if both spouses qualify for the section 913 deduction
neither spouse (on a joint or separate return) may claim a qualified homeleave travel expense for more than one trip for each 12-month period (2.06)
nor may their qualification permit other family members to have more than
one deductible trip for each 12-month period. That is to say that only one
home-leave trip for each family member may qualify for the deduction
even if both spouses qualify for section 913 relief.
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2.12 Miscellaneous
Any amounts (except the deduction for personal exemptions) taken into
account to compute the section 913 deduction cannot also be claimed as a
deduction, exclusion, or a credit under section 44A (relating to household
and dependent-care services). This provision is intended to prevent using
the same item of expense to reduce federal income taxes under more than
one relief provision.

18
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Exclusion of Income Earned
by Individuals in Certain Camps
3.01 Who May Claim the Exclusion
Individuals who are qualified for the section 913 deduction (2.01, 2.02)and
who live in a "camp" located in a hardship area (2.07) may claim an exclusion of up to $20,000 annually of foreign-earned income as an alternative
to the section 913 deduction (Chapter 2). This limited exclusion is often referred to as the "camp exclusion" or the "section 911 exclusion." An eligible taxpayer may elect not to take the camp exclusion for any taxable year
by electing instead to claim the deduction for excess foreign-living costs.
Each year, the taxpayer is free to make a different election, so eligible taxpayers should annually determine whether the camp exclusion or the section 913 deduction produces the lower tax.
The "camp excluson" is available only to persons who reside in a "camp."
A "camp" is defined as substandard lodging that meets all of the following
conditions:
1. It is provided for the convenience of the employer because the job site is
in a remote area where suitable housing is not otherwise available.
2. It is located as close as practicable to the job site.
3. It is furnished in a common area that normally accommodates ten or
more employees and is not available to the public. The camp must be
located in a hardship area (2.07 and Appendix D).
3.02 "Substandard Lodging;" "Remote Area;" "Common Area" —Definitions
The law does not define these terms, though each is a critical part of the
"camp" definition. In its temporary regulations, the Treasury Department
has provided definitions of these terms as summarized below.
"Substandard Lodging"—Lodging is substandard if it is appreciably
below the standard of housing typically occupied in the United States by
individuals whose income is the lesser of the median salary paid to
Americans residing in the common area in question or the salary of a U.S.
government employee who is paid at the level of Grade GS-14, step 1.
Lodging is presumed to be substandard if it consists of any of the following:
• portable, temporary, or movable housing with living space of less than —
o 250 square feet for employees not living with their families, or
o 800 square feet for employees whose families are living with them,
plus 200 square feet for each family member other than the spouse
(up to a maximum of 1,200 square feet).
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• housing which lacks adequate and reliable heating or air-conditioning
appropriate for the climate, or adequate or reliable utilities, such as
electricity or sewage facilities, or
• housing which lacks private sleeping quarters, bath, or toilet facilities for
unrelated persons, or lacks fresh hot and cold piped water.
Prefabricated housing is not automatically considered portable, temporary,
or movable, but it may meet the test if it is merely set in position temporarily, as in the case of trailers set on cinder blocks. For purposes of the living
space test, common exployee dining, lavatory, or storage facilities are disregarded.
Lodging may also be considered substandard if the immediate area
exposes the occupants to unsanitary or unhealthy conditions (such as
open sewers) or unusual dangers. Lack of typical U.S.-type improvements,
such as paved and lighted streets, recreation areas, and landscaping, may
also cause lodging to be considered substandard. Furthermore, if it would
cost substantially less per square foot to build the same lodging in the
United States than the median cost per square foot of U.S. housing, such
housing is considered substandard.
"Remote Area." For purposes of defining a camp, a remote area is a place
where satisfactory housing is unavailable to the taxpayer on the open
market within a reasonable commuting distance. Such factors as the
quality of roads, number of units available compared with the number
required, the cost of housing in the open market, and local civil unrest are
taken into account to determine the availability of housing in the area. If
the job site is not within a reasonable commuting distance of a community
with a population of at least 50,000 people, the area is presumed to be
"remote."
Satisfactory housing is generally presumed unavailable if the host government or the employer's customer requires the employer to provide the particular housing facilities for its employees. This presumption does not
exist, however, if the requirement that employees must live in particular
housing facilities applies to Americans but not to third-country nationals.
"Common Area." A common area is a cluster of housing not available to
the general public and not surrounded by, or adjacent to, similar housing
that is available to the general public.
As can be seen from the preceding discussion, the definition of a camp is
fraught with numerous administrative interpretations. If you suspect that
your lodging may constitute a camp, you should consult your tax adviser
for a more detailed analysis of the "camp" definition. You may also want to
ask your employer whether other employees at the facility have qualified
for the camp exclusion. Since a particular location may become (or cease
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to be) a hardship area (2.07) during the year, it is possible that you may be
eligible for the camp exclusion in certain years, but ineligible in other
years.
3.03 Computing the Camp Exclusion
Unlike the section 913 deduction (Chapter 2), the amount of camp exclusion is not related to costs you incur in a foreign location. A taxpayer who
qualifies for the camp exclusion is permitted to exclude compensation
earned abroad from taxable income while residing in a camp, up to a maximum exclusion of $20,000 annually. The income excluded under this provision is taken "off the top;" that is, it is excluded from gross income that
would otherwise be subject to the taxpayer's highest marginal tax bracket.
The maximum amount of camp exclusion is the lesser of:
• the net foreign-source income earned while residing in the camp, or
• $20,000 multiplied by a fraction representing the portion of the year the
taxpayer resides in the camp.
A taxpayer who qualifies for the camp excluson for one-half the taxable
year would be entitled to exclude from taxable income his net foreignsource income earned during that period, up to a maximum of $10,000.
The limiting fraction consists of the number of qualifying days divided by
the number of days in the taxable year. Qualifying days include days when
the taxpayer is away from the camp briefly for business trips, weekends,
and vacations of a short duration. It is not clear how many days a person
can be away from a camp before the days of absence might cease to be
considered qualifying days; however, two months has been suggested by
the Treasury Department as a maximum.
Only earned income attributable to services performed in a foreign country
or countries while you reside in a camp is eligible for the exclusion. Earned
income for this purpose includes wages, salaries, professional fees, and
other amounts received for personal services actually rendered abroad.
Income is not eligible for the camp exclusion if it is received later than the
close of the first taxable year after the year the services were performed.
Any income received from the U.S. government or any U.S. government
agency is not eligible for the camp exclusion. The place where income is
received is irrelevant for determining the source of the income; compensation has its source where the personal services are rendered.
3.04 Disallowance of Deductions and Credits Related to Excluded Income
No deduction is allowed for any expenses (except moving expenses) or
losses that are definitely related to earned income that is excluded under
the camp exclusion. The concept behind this rule is that no tax deduction
should be allowed for expenses incurred to produce tax-free income.
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For example, if a taxpayer earns $60,000 of qualifying earned income during the taxable year, incurs $3,000 of deductible expenses related to that
income, and claims a $20,000 camp exclusion, then $1,000 of the otherwise deductible expenses is disallowed, as follows:
$20,000(excluded income)
$60,000(qualified income)

X $3,000

(directly related expenses)

= $1,000

(disallowed
expenses)

Expenses (other than moving expenses) are subject to this type of disallowance if they are "directly related" to the excluded income. Employee
business or travel expenses are a common "directly related" expense that
would be subject to this disallowance rule. Foreign income taxes taken as
a deduction instead of as a foreign tax credit (Chapter 6) would also be
subject to this disallowance. Examples of deductions not subject to disallowance are personal expenses for medical care, real estate taxes, and
interest on a home mortgage.
No part of the zero bracket amount (formerly called the standard deduction) is subject to this disallowance. This means that a qualified taxpayer
may claim a camp exclusion without sacrificing any of the zero bracket
amount.
A taxpayer who claims the camp exclusion is required to forgo the amount
of otherwise creditable foreign income taxes attributable to the excluded
income. The theory behind this provision is that exempting the camp
income from U.S. taxation is adequate relief and that allowing a credit for
foreign income taxes on the exempt income would constitute an unwarranted double relief.
Under this provision, the amount of reduction in creditable foreign taxes is
computed as follows:
U.S. Tax on the Net
Excluded Income
The Numerator + Foreign
Tax Credit Limitation

X

Creditable Foreign
Income Taxes

Disallowed Portion
of Foreign Taxes

Computing the disallowance is somewhat cumbersome. However, it
appears that the most controversial aspect of the computation is the
numerator of the limiting fraction (above). The Treasury Department's temporary regulations provide that the numerator of the limiting fraction is the
difference between the U.S. tax before credits (assuming no camp exclusion) and the U.S. tax before credits computed with the camp exclusion.
Foreign tax credits that are disallowed because of this rule cannot be
claimed as a carryover or carryback to any other taxable year (6.10). The
value of foreign tax credits lost under this rule can be substantial.
Therefore, taxpayers who are entitled to the camp exclusion should also
compute their tax liability under the section 913 deduction alternative so
that they can be sure that the lowest-tax method is elected. (No foreign tax
credit is sacrificed as a result of claiming the section 913 deduction.)
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Bona Fide Residence in Foreign Countries
4.01 Benefits of Qualification
A taxpayer must meet either the bona fide residence or physical presence
test (Chapter 5) in order to qualify for the section 913 deduction or the
camp exclusion. Taxpayers who satisfy the bona fide residence test need
not be as concerned about inadvertently terminating eligibility for the section 913 deduction by spending too many business, personal, or vacation
days in the United States as do individuals who qualify only under the
physical presence test. That is because once a person has established a
place of residence, he is normally considered to retain the same residence
until he takes actions that indicate an intent to change to a new residence
(4.05). Thus, temporary trips back to the United States should not terminate bona fide foreign residence status. On the other hand, brief trips back
to the United States can prevent a taxpayer from meeting the strictly
objective physical presence test (Chapter 5).
4.02 How to Qualify
To qualify for the section 913 deduction or the camp exclusion as a bona
fide resident of a foreign country or countries, you must satisfy both of the
following criteria:
a. You must maintain your residence for at least one complete taxable
year in a foreign country or countries, and
b. You must not make a statement of nonresidency to the taxing
authorities of the foreign country of residence that leads to your not
being subject to its income tax laws.
If you fail either of these tests, you cannot qualify under the bona fide residence rule and, therefore, you will not have to consider the other factors
involved in determining residence.
There is no simple and objective set of U.S. rules for determining qualification as a bona fide resident of a foreign country. In most cases, the fact of
foreign residence is quite clear; in others, it is quite complex, as the concept of an individual's residence in a foreign country is related to his purpose for being there, and purpose involves intent (both as to the length of
the period to be spent abroad and the manner of living there during that
period). One definite observation, however, is that the place of bona fide
foreign residence is not necessarily the same as the place of domicile. As
explained below, the circumstances surrounding "intent" influence
qualification or nonqualification.
You probably would qualify as a bona fide foreign resident if, accompanied
by your family, you move to a foreign country to work for an indefinite
period and live there, more or less, the same way you lived in the U.S. If, on
the other hand, you are present in a foreign country for a definite purpose
which can be promptly accomplished in a short period of time, after which
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you plan to return immediately to the United States, you may not be able to
qualify as a bona fide foreign resident, even if circumstances should cause
the time you spend in the country to be extended substantially beyond
what you initially expected. In one court decision, however, a taxpayer
whose overseas assignment lasted only 14 months (including one full
calendar year) was held to qualify as a bona fide foreign resident despite
the fact that he had a definite purpose that could be accomplished in a
short period of time.
The Internal Revenue Service has stated that it "determines whether you
qualify as a bona fide resident... largely on the basis of facts submitted on
Form 2555" which must accompany every return on which you claim
either the section 913 deduction or the camp exclusion. Thus, it is
extremely important that anyone who plans to claim these benefits be
thoroughly familiar with questions on Form 2555 relating to determination
of residence. (See Appendix B for a specimen filled-out tax return that
includes Form 2555.)
It is apparent from the questions on Form 2555 that the Internal Revenue
Service is particularly interested in the following factors as indications of
your foreign residence status:
a. Your manner of living in the foreign country (Questions 2 and 3, relating
to the type of quarters and the presence or absence of your family).
b. Your foreign income tax status (Question 4).
c. The length of your employment abroad (Questions 6(a), 6(b), and 6(c),
relating to the possible control of the length of your employment or stay
by contractual terms or other conditions, or by the type and limitations
of your visa).
d. Your permanence as a resident (Question 1, relating to places of foreign
residence and the dates).
e. Your intention with respect to returning to the United States (Question
6(d), relating to maintaining your home in the United States and the use
made of it during your absence).
Presumably, other factors that have been held in rulings and court decisions to have a bearing on the determination of bona fide foreign residence
would be considered by the Internal Revenue Service if the answers to the
questions on Form 2555 were not sufficient for a determination. Some of
the other factors, which may help you decide as to the probability of your
qualification, in the event you are uncertain, are as follows:
a. Extent of participation in the local social life in the foreign place of residence.
b. Whether or not memberships in various U.S. organizations have been
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disposed of and memberships in similar foreign organizations obtained
(church, clubs, chamber of commerce, etc.).
c. Whether U.S. bank accounts are used or are replaced by foreign bank
accounts.
d. Whether you speak the language of the country of residence or make a
reasonable effort to learn it.
In any event, in considering whether you can qualify for bona fide foreign
residence, remember that you —not the Internal Revenue Service—bear
the burden of proving your residence status. Under such circumstances,
poor planning may prove costly.
4.03 When Bona Fide Residence Begins
Generally, residence in a foreign country begins on the day of your arrival
for an appropriate purpose to be carried out in a manner, and over a sufficiently long period, to qualify you as a bona fide resident. An earlier
preliminary visit may, however, constitute the beginning of your period of
residence. A court decision (to which the Internal Revenue Service agreed)
held that residence began for the taxpayer at the time he was present in
the foreign country and formed an intention to become a resident there,
although a period of months elapsed before he was able, after returning to
the United States, to sell his house, remove his children from school, wind
up his affairs in the U.S., and move his family to the chosen country of residence. Income during such a period of absence from the foreign country
does not constitute earned income from foreign sources, against which the
section 913 deduction or camp exclusion would be allowed, but it may be
possible to use that period of absence as part of the foreign residence
period in order to establish an entire taxable year of bona fide foreign residence.
4.04 Preserving Bona Fide Residence
Determining how to preserve bona fide foreign residence involves the
definition of the term "uninterrupted period." The statutory provisions
relating to earned income from foreign sources require a satisfactory
showing that an individual claiming the camp exclusion or section 913
deduction has been a bona fide resident of a foreign country or countries
for an uninterrupted period which includes an entire taxable year. For taxpayers who use the calendar year as their taxable year, the uninterrupted
period must include at least one complete calendar year of bona fide residence in a foreign country or countries.
4.05 When Bona Fide Residence Ends
Generally, it can be said that bona fide foreign residence ends when you
stop doing the things that qualify you for bona fide residence, such as
completing the purpose for which you took up foreign residence, winding
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up your affairs in the foreign country, and moving your family back to the
United States. It should be noted, however, that it is not necessary to
return to the United States to end a period of bona fide residence. It would
undoubtedly be possible to lose the status of bona fide residence without
even leaving the country of residence, provided you sent your family back
to the United States and you remained in the foreign country for an
extended period, living in a rented apartment or room while your family
took up U.S. residence and resumed their normal church, school, and social
relationships. Similarly, staying abroad would not preserve bona fide residence after giving up living quarters and finishing the purpose for which
you went abroad if the remaining time were spent in visiting or taking a
vacation in other countries before returning to the United States. Remaining abroad for a few additional days may, however, be desirable in a few
instances where the taxpayer cannot meet the bona fide residence test
and the additional qualifying days are needed to meet the physical presence test (Chapter 5).
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Physical Presence in Foreign Countries
5.01 Benefits of Qualification
If you do not qualify as a bona fide resident (Chapter 4) while employed in a
foreign country or countries, you may be entitled to the section 913 excess
foreign living costs deduction or the camp exclusion if you meet the physical presence test. However, there is no tax advantage in using the physical
presence test instead of the bona fide residence test if you are a bona fide
resident of a foreign country or countries during the entire period of your
foreign presence. As mentioned in Chapter 2, aliens who are U.S. residents
can qualify under the physical presence test, but only in limited situations
would they qualify under the bona fide residence test.
5.02 How to Qualify
The physical presence test is strictly objective; thus, it does not involve
evaluation of evidence of intent to establish or maintain bona fide residence status. The physical presence test requires only that you be
physically present in a foreign country or countries for 510 full days, during
a period of 18 consecutive months. Missing the required 510 days by only
one day is enough to disqualify you for the entire period, and there is
absolutely no relief from failure to have the required 510 days of physical
presence.
Only full 24-hour periods (from midnight) count as days. This often eliminates the day of arrival in a foreign country from the U.S. and the day of
departure from the foreign country for return to the U.S. Also, trips between foreign countries which are partly over international waters and
take 24 hours or more, or which are within the U.S. or its possessions,
cause those days not to be qualified. Trips requiring just over 24 hours,
which start in one day and end in the second succeeding day, even if only
by a few minutes in each case, could cause three days to be eliminated in
computing the 510 days, while the same trip taking a little less than 24
hours would not cause even one day to be eliminated in computing the
510 days.
Another strict rule concerns the definition of a "foreign country." A
"foreign country" does not include international waters; thus, any travel
time on or over international waters does not count as time in a foreign
country (except as already mentioned, on trips of less than 24 hours between foreign countries). Also, for this purpose, U.S. possessions are not
foreign countries. Off-shore areas are considered part of the territory of the
country (if any) that claims legal jurisdiction over that area.
A liberalizing rule in connection with traveling from the U.S. to a foreign
country permits the counting of certain days before you arrive at your
foreign country of destination. If you fly over foreign soil en route to that
country (and do not fly over U.S. territory later that day), you can count the
next day even though you do not reach your country of destination until
one or more days later. The same rule applies if you stop on foreign soil
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when traveling by ship, provided you do not thereafter spend more than 24
hours on the high seas between any two foreign countries or stop later that
day at a U.S. possession.
5.03 When 18-Month Period Begins and Ends
A period of 18 consecutive months can start with any day in any month
and ends at the close of the day preceding the numerically corresponding
day in the 18th month. If there is no numerically corresponding day in that
month, the period ends on the last day of the 18th month. For example, a
period beginning January 23 would end July 22 the next year, and the
period beginning August 31 would end February 28 (or 29 in a leap year) of
the second year thereafter. The 18-month period can have as many as 550
days or as few as 546 days, depending upon the date which falls either
upon:
a. the 510th day of physical presence for the initial period, or
b. the first day of physical presence for the final 18-month period.
Thus, the number of days you can fail to be physically present in foreign
countries during the 18-month period and still qualify for the the section
913 deduction or the camp exclusion ranges from 36 to 40 days.
5.04 When 510-Day Period Begins and Ends
Two 510-day periods can be overlapping. In a period containing fewer than
1,020 days, there could be two 510-day periods. Take, for example, a
foreign assignment lasting 750 complete days, none of which were spent
outside foreign countries. In such case, one 510-day period could start
with the first complete day of the 750- day period and end with the 510th
complete day, and another could start with the 241 st complete day of the
750-day period and end with the last complete day of the 750-day period.
It is also possible to have some days between two 510-day periods that
will not qualify for inclusion in any period of 18 consecutive months. For
example, if you spend 510 or more consecutive days in foreign countries
and then spend four months in the United States before again spending
510 or more consecutive days in foreign countries, some of the days during the four months in the U.S. would not qualify for inclusion in a qualifying 18-month period. As the maximum difference between 510 days and
18 consecutive months is 40 days, the two 18-month periods could not
absorb all of the days of the four intervening months.
5.05 Time Spent Outside Foreign Countries
The two qualifying periods in the example above would not be affected by
spending some of the 750 days outside foreign countries; the maximum
would be approximately two and one-half months, provided the days were
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properly spaced. For example, there would be no problem if half of the days
in those two and one-half months fell during the first 195 days of the
period and the other one-half during the last 195 days; but, if all of them
were spent, consecutively, during the middle of the 750-day period, there
would not even be one qualifying 510-day period. This illustrates that the
computation is purely objective and is not affected by the equity of the
situation in any way.
5.06 Time Spent Not Working
It is not necessary that you work the entire 510 days; you can spend part of
the time on vacation or doing whatever you desire. It is necessary, of
course, that some of the 510 days be spent working; otherwise you would
not be likely to have a foreign tax home and you would have no foreignsource earned income to support a section 913 deduction or camp exclusion. Time spent abroad in the foreign-service employ of the U.S. government counts toward the 510 days, although the compensation earned in
such employ does not constitute earned income for purposes of the section 913 deduction or the camp exclusion.
5.07 Foreign Tax Home
In order to become eligible for the excess foreign-living costs deduction,
an individual must satisfy either the bona fide residence or 510-day physical presence test, as described above. But the deduction is allowed only for
the time during the qualification period (residence or physical presence)
that an individual has a tax home in a foreign country. This point can be
particularly significant to an individual who qualifies under the physical
presence test, but has not settled in one foreign country and become a
resident. Usually a person who is a bona fide resident of a foreign country
will also have a foreign tax home. But a person who is a U.S. resident and
satisfies only the physical presence test may or may not have a foreign tax
home.
"Tax home" is normally considered to be an individual's principal work
location. Thus, it is possible for certain individuals to have a U.S. tax home
during some or all of the 18-month period when the 510-day physical presence test is satisfied. In such event, expenses for traveling abroad may
constitute deductible business expenses for travel away from home; but
no section 913 excess foreign-living costs deduction would be allowed for
the period the taxpayer has a tax home in the United States. This situation
could arise when an employee works at a U.S. home office and also travels
to various foreign countries under his territorial responsibility.
It is possible that the 510-day qualification period can begin (or end) at a
time when the individual's tax home is in the United States, such as when
an employee works abroad before actually transferring to a foreign location. For example, an individual living and working in New York might be
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temporarily working at (but not assigned to) a foreign office, expecting to
return to the U.S. home office after two months. When the two-month
assignment is completed, he may accept a longer, more definite assignment in the foreign location. In this case, the physical presence test may be
satisfied by including the days of foreign presence during both assignment
periods. However, the tax home may not change until the employee opts to
extend his foreign assignment. If so, the expenses incurred during the twomonth period would be employee-travel expenses, but after accepting the
extended assignment (shifting his tax home) the individual may become
eligible for the excess foreign-living costs deduction applied only to the
after-transfer period.
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Foreign Tax Credit
6.01 Who May Claim; Purpose
Generally, U.S. citizens are allowed a credit against their U.S. income tax
for income taxes paid to foreign countries and U.S. possessions. The
foreign tax credit (FTC) is designed to prevent or alleviate a double tax
burden in those cases where foreign-source income is taxed by both the
United States and a foreign country. The result is, generally, that the
individual's ultimate tax burden (on the income subject to both U.S. and
foreign income taxes) is approximately equal to the tax computed at the
higher of U.S. or foreign country effective tax rates. When the foreign tax
rate is the higher of the two, little or no U.S. tax is payable on the foreign
income; and when the U.S. effective rate is the higher of the two, the tax is
approximately the amount that the U.S. tax alone would have been. Of
course, the U.S. effective rate can be lower than one might otherwise
expect because of special relief provisions, such as the section 913 deduction or the camp exclusion.
6.02 Husband and Wife—Joint Return
If you and your spouse file a joint return, you may claim credit for the
aggregate foreign income taxes of both spouses.
6.03 Definition of Foreign Country
The definition of "foreign country" includes any political subdivision of a
foreign country or any foreign political entity to which you pay income
taxes, such as a foreign city or province. Although the definition of U.S.
possessions for other purposes sometimes excludes Puerto Rico, Guam, or
the U.S. Virgin Islands, they are included with foreign countries for purposes of determining taxes that may be credited against the U.S. income
tax.
6.04 Taxes Qualifying for Credit
To qualify for credit, a foreign levy must represent a tax on income or it
must be imposed in lieu of an income tax that would otherwise be
assessed. The subject of what constitutes a creditable tax is currently quite
controversial. It appears, however, that creditable taxes generally include
foreign taxes based either on separate categories of income, such as
wages, dividends, and interest on investments, or on combined income.
Taxes that are not based on income are not creditable. Excise taxes, turnover (or value added) taxes, wealth taxes, and property taxes do not qualify
for credit. Furthermore, charges that are imposed in return for obtaining a
special privilege, such as a franchise to operate a particular business in a
foreign country, are not considered creditable taxes.
In certain cases, foreign social security taxes imposed on an employee's
earnings may constitute creditable taxes. For example, the IRS has ruled
that the social security taxes imposed by Canada, the United Kingdom, and
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Venezuela are creditable. However, it may be that social security taxes in
other countries are not creditable if, for example, the tax is considered a
payment for a benefit, such as disability insurance. Additionally, no FTC is
allowed for social security taxes paid to a country with which the United
States has concluded a "totalization agreement" to eliminate duplicate
social security coverage. Currently, such agreements are in effect only with
Italy and the Federal Republic of Germany. Agreements are being considered with Belgium, Canada, Denmark, Finland, Iceland, Israel, Japan,
Spain, Switzerland, and the United Kingdom.
6.05 Choice of Credit or Deduction
Taxpayers may choose, each year, to claim a credit for foreign taxes or use
such taxes as an itemized deduction. In nearly all cases, it is more
beneficial to claim a credit for foreign taxes than to use them as a deduction. This is because, when foreign taxes are credited against U.S. tax
liability, U.S. tax is reduced dollar for dollar; when foreign income taxes are
taken as a deduction, they can never produce a dollar-for-dollar U.S. tax
reduction because the effective rate of U.S. tax is always less than 100%.
It is possible to change from a deduction in one year to a credit in another
year and vice versa. However, none of the taxes imposed for a year for
which you elect the credit method may be taken as a deduction in that
year or any other taxable year. For example, if, in a given year, you elect the
credit method, but your foreign taxes for that year exceed the maximum
credit you are allowed (6.06), you cannot claim the excess as a deduction
in the same year or any other year. Taxpayers who wish to change an election previously made can usually do so by filing an amended return within
three years after the original return was due. Recently, in one case, the
Court of Claims held that the election to claim a foreign tax credit instead
of a deduction can be made at any time within ten years after the original
due date (without extensions) for the return being amended.
6.06 Limitations on Amount of Credit
The historical reason for limiting the amount of the FTC (foreign tax credit)
is to prevent the credit for foreign taxes from offsetting the tax on income
from U.S. sources. This is done by limiting the FTC to the lesser of the
foreign tax or the U.S. tax on the foreign-source taxable income. In addition, no FTC is allowed for the portion of foreign taxes related to income
that is nontaxable because of the camp exclusion (3.04). The reason for
denying FTC in this case is that, to the extent the "camp" income is partially excluded from taxable income, there is no double taxation, so FTC relief
is not justified.
The essence of the FTC limitation is the determination of the U.S. tax on
the foreign-source taxable income. The FTC cannot exceed this amount in
any year. Where foreign taxes exceed this limitation, the excess amount
may be added to another year's creditable taxes (6.10), but it is then subject to that year's limitation.
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The FTC limitation is determined after computing the U.S. tax on all
income, minus any allowable credit for the elderly. The limitation is the
product of that amount of tax multiplied by a fraction whose numerator is
taxable income from foreign sources and denominator is taxable income
from all sources.
In computing the FTC, the taxes of all foreign countries are aggregated and
subjected to an "overall limitation." If, however, you incur foreign taxes on
certain investment income (principally nonbusiness interest income), you
must compute a separate limitation on that category of income.
Furthermore, nonbusiness interest income from foreign sources cannot be
included in the numerator of the fraction used to compute the FTC limitation for other types of income. This provision is intended to prevent a distortion of the FTC that might otherwise result if a taxpayer receives interest
income that is subject to little or no foreign income tax and other income
subject to foreign income taxes that are high relative to U.S. tax rates. The
separate limitation rule prohibits the use of excess foreign taxes imposed
on the other income from offsetting the U.S. tax on the interest income.
Foreign tax credits may only be used to offset regular U.S. income tax or
the alternative minimum tax (8.04). FTC cannot be used to offset selfemployment tax, minimum tax on preference items, or the special tax on
lump-sum distributions from a retirement plan.
6.07 Computation of Taxable Income for Credit Purposes
Taxable income from all sources, for purposes of computing the FTC, is
adjusted gross income, minus the zero bracket amount or itemized deductions. Taxable income from foreign sources is gross income from foreign
sources, minus the deductions, exclusions, or losses directly related to
foreign-source income and a prorata share of all other deductions not
directly related to either foreign or U.S.- source income. The section 913
excess foreign-living costs deduction and the limited camp exclusion are
both considered by the Internal Revenue Service to be directly related to
foreign-source income, whereas the zero bracket amount is to be apportioned (on a gross income basis) between U.S.-source and foreign-source
income. Moving expense deductions would be allocable directly to
foreign-source income for a move to a foreign location, and generally
would be entirely allocable to U.S.-source income for a return move to the
United States.
6.08 When Credit May Be Taken
If you report income for tax purposes on the accrual basis (income as
earned and expenses as incurred), you may take the FTC in the taxable year
in which the foreign tax accrues, which is usually when it becomes a determinable liability; but, if you report on the cash-receipts-and-disbursements
basis (the method used by most individuals), you may elect to take the
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credit either in the year in which the tax is paid or in which it accrues. If
you have been using the "when paid" method, but you desire to change to
the accrual method for claiming the credit, you may do so by indicating
your election in your tax return for the year in which you wish to change.
This change in method can cause a doubling-up of the FTC in the year of
change if you have paid some foreign taxes related to a prior year and you
elect to accrue unpaid taxes related to the current year. After adopting (or
changing to) the accrual method, you must continue to use that method
for all future years. The accrual method is often preferable to the cashbasis method if foreign taxes for the current year are partially or entirely
paid after the close of the U.S. taxable year. This is because the accrual
method may enable a taxpayer to accelerate FTC to the year in which the
taxable income was received rather than a later year when the foreign tax
is paid. On the other hand, it is not advisable to make this election without
carefully considering that the accrual method may cause FTC carryovers to
expire sooner (6.10) and the accrual method may be detrimental if, in
future years, you are transferred to a country that requires use of a fiscal
year.
Under the accrual method, foreign taxes are generally accruable as of the
close of the foreign taxable year. They become creditable on your U.S.
return for the year during which the foreign tax year ends. Contested
amounts are retroactively accrued for the year they relate to, but not until
the dispute is settled.
If you do not elect to use the accrual method, foreign taxes become creditable on the date you pay them. Payroll withholding taxes are generally
considered paid when they are deducted from your compensation, even
though the withholding agent remits them to the foreign government at
some later date. If foreign taxes are paid in a year when you have no
foreign-source income (e.g., the year after you transfer back to the United
States), you would not be entitled to an FTC under the cash-basis method
because the FTC limitation would be zero (6.06). However, in this case, you
may be entitled to carry back the unused FTC to an earlier year when you
had foreign-source income (6.10).
6.09 Refunds and Additional Assessments of Foreign Taxes
You are required to notify the Internal Revenue Service if there is a change
in foreign income taxes that affects the FTC you claimed on your U.S.
return. There is also a special provision which allows refund claims resulting from corrections in the FTC for up to ten years after the original due
date of your federal return (without extensions). These changes occur
typically as a result of additional assessments of foreign taxes that
increase the FTC on the U.S. return. They also result when FTC is claimed
for accrued foreign taxes that, because of exchange rate fluctuations, turn
out to have a different U.S. equivalent when paid than they had when the
tax was accrued (6.14).
34

Deloitte Haskins & Sells

U.S. Citizens Abroad

6.10 Carrybacks and Carryovers of Excess Credits
General. If you have more foreign taxes available for credit in one year
than the FTC limitation permits you to use in that year, you may be able to
take advantage of special provisions for crediting such taxes in earlier or
later years. Excess FTC in one year may be used in the two preceding years
("carryback") and the five succeeding years ("carryover") in chronological
order. The application of the carryback and carryover rules is illustrated in
the following schedule:
Credit Against U.S. Income Tax for Foreign Income Taxes
Carrybacks and Carryovers

Year
19X1
19X2
19X3
19X4
19X5
19X6
19X7
19X8

Limitation
600
700
500

800
850
900
950
1,000

Foreign
Tax
Paid
500
550
1,200
700
700
850
850
900

Excess
Limitation Carry(Tax Paid) backs
100
150
(700)
100
150
50
100
100

Carryovers

(100)

(150)
250

450
(100)

(150)
( 50)
(100)

( 50)

Foreign taxes may be credited only against U.S. tax on income from foreign
sources. Therefore, any excess credits available when you return to
employment in the United States may be lost unless you generate foreignsource income in the years after your return (7.08). Professional tax advice
can be very useful in this area.
Complications in Certain Situations. In certain situations, the computation of carryovers and carrybacks can be very complicated. One such situation is the case of a husband and wife who have had excess FTC on their
joint tax return that they would like to carry back or carry over to taxable
years for which they filed separate returns, or vice versa. Another is the
case of carrying over excess FTC from a year in which the FTC limitation
was computed by the "per-country" method (years before 1976) to a year
for which the overall limitation method applies. In such situations, you may
need professional advice.
6.11 Flow-Through of Credits from Other Entities
Credits may be available for foreign income taxes other than those paid
directly. If you are a member of a partnership, you are permitted to claim
credit for your proportionate share of the partnership's foreign income
taxes; and, if you are a beneficiary of an estate or trust, you may be entitled
to claim credit for your proportionate share of its foreign income taxes.
Also, there are certain special types of corporations whose shareholders
may be able to claim credits for their proportionate share of the corpora-
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tion's foreign income taxes. These special corporations include regulated
investment companies and foreign investment companies, but not "small
business corporations," described in Subchapter S of the Internal Revenue
Code.
6.12 Method of Claiming Credit for Foreign Taxes
You claim the credit for foreign taxes by filing Form 1116 with your U.S.
income tax return for the credit year, together with the appropriate support. If you claim the credit on the when-paid basis, you should attach
copies of receipts (if available) for the payments claimed as a credit; if you
claim the credit on the accrual basis, you should attach copies of the
foreign tax return on which the accrued tax was determined. Duplicates of
the originals or certified or authenticated copies may be used. If any
receipt or return is in a foreign language, the Internal Revenue Service may
require that you also furnish a certified translation of it.
You may claim credit for carrybacks and for additional assessments of
foreign taxes by including a revised Form 1116 with the appropriate form
referred to in 6.13. You may claim credit on Form 1116 for carryovers from
prior years. (See Appendix B for a specimen filled-out return, which
includes Form 1116.)
6.13 Method of Claiming Refund of U.S. Income Tax
You may claim a refund of U.S. income tax paid in a prior year by filing one
of the following forms (and a revised Form 1116):
Form 1040X—Amended Tax Return (generally, the best method)
Form 1040—Individual Income Tax Return (marked "Amended")
6.14 Foreign Exchange Rates
Foreign tax payments must be translated into U.S. dollars in computing the
FTC. The rate to be used is the one in effect on the date of the payment. If
the credit is claimed on the accrual basis on a return filed before the
foreign tax has been paid, then the rate that was in effect at the end of the
year may be used provisionally. If a different rate is in effect when payment
is actually made, the FTC as shown on the return should be adjusted and
you must notify the Internal Revenue Service of the adjustment. See 1.05
as to translation of foreign income and deductions into U.S. dollars.
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Tax-Saving Possibilities
7.01 Benefits under Foreign Income Tax Laws
It may help you, in discussing compensation and related matters with
employer officials, to be aware of how your overseas income is to be taxed
by the foreign country in which you anticipate being employed and of the
tax benefits that may be available to you. The income tax rates applicable
to individuals in some foreign countries may be higher than the U.S. rates
of income tax on comparable incomes. However, certain foreign countries
provide partial exemption or reduction of taxes for U.S. taxpayers residing
in those countries. Without these benefits, the tax on an individual's
income in such countries could be higher than the U.S. tax on the same
income. Because of special U.S. tax relief provisions (such as the excess
foreign-living costs deduction or the camp exclusion), your foreign tax may
still be higher than your U.S. tax.
7.02 Employer Policies
General. An employee's tax planning is naturally influenced by the
policies of his employer, such as those that relate to compensation —base
pay, overseas premium, various allowances, reimbursements, bonuses,
vacations, and home leave—as well as policies relating to payroll procedures and to the term of overseas service and extensions thereof. As a
general rule, all receipts from the employer pertaining to your services, no
matter how denominated, constitute taxable income, except for reimbursements for certain bona fide business expenses (e.g., travel and entertainment) that may be offset against the related expenses.
Flat Expense Allowances. Arrangements for flat expense allowances
should be avoided, if possible, in favor of arrangements for reimbursement
of actual expenditures. In the case of exact reimbursements for most business expenses, no tax return reporting has to be made of either the
expenses or the reimbursement; in the case of allowances, however, the
entire amount received must be reported as income, but a portion of the
actual expenses might be allocable against compensation for which the
section 911 camp exclusion is claimed and, therefore, lost as a deduction
(3.04). Also, flat allowances can adversely affect the amount of nonbusiness expenses that are apportioned to foreign-source income in computing the FTC limitation.
Bonuses. As is true with other forms of compensation, bonuses for services performed in a foreign country have a foreign source for purposes of
computing the foreign tax credit limitation (6.06). Bonuses paid upon the
completion of a foreign assignment and return to work in the United States
may be foreign-source income, if the terms of the bonus indicate that it is
compensation for the period of foreign employment. Receipt of a foreignsource bonus may provide a returning expatriate with untaxed foreignsource income (depending on foreign laws). If the returning employee has
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accumulated excess foreign tax credits from prior years, some of the
excess credits can be applied against the U.S. tax on the foreign-source
bonus (6.10). However, such bonuses can also cause the returning
employee to be taxed on an adjustment in the housing deduction previously claimed, under the "recapture rule" explained at 2.09.
Tax Reimbursement Plans. Many employers have tax reimbursement
plans for employees on foreign assignments. These are generally based on
a hypothetical U.S. tax that the employee would incur if he were employed
in the United States. Under some plans, the employee is reimbursed for the
excess of combined foreign and U.S. taxes over the hypothetical U.S. tax.
Under other plans, the employee is reimbursed only for the excess of the
foreign tax over the hypothetical U.S. tax, because it is assumed that the
credit allowed for foreign income tax (Chapter 6) will offset any U.S. tax on
compensation.
In planning for your overseas assignment, it may be helpful to determine
whether your employer has a tax protection or tax equalization plan and
how its provisions may apply to you.
Your particular circumstances may lead to greater overall income tax
liability than you might anticipate. For example, a plan that protects you
only against excess foreign income taxes could create a tax problem if you
were to have a significant amount of business travel to the United States
(because your foreign tax credit may be reduced). On the other hand, if the
plan protects you against the excess of combined foreign and U.S. income
taxes, you may be more likely to have deductions that produce no tax
benefit. This can occur if the effective foreign tax rate is higher than the
U.S. tax rate and, therefore, the foreign tax credit offsets the entire U.S. tax
on foreign-source income. Under these circumstances, there may be little
or no point to using U.S. tax planning techniques, such as making charitable contributions of appreciated securities or investing in tax shelter
programs, because the foreign tax credit alone may substantially eliminate
the U.S. tax liability.
Payment by U.S. Employer and/or Foreign Employer. As most U.S. business operations abroad are carried on by foreign subsidiaries, a question
often arises as to whether U.S. citizens on foreign assignment should be
paid by the U.S. parent, the foreign subsidiary, or by both. At least some
payment by the U.S. parent may be necessary to retain employee benefits
under various employer programs, such as pension plans.
If the U.S. parent pays all or a part of the compensation, U.S. social security
tax (F.I.C.A.) and federal income tax will probably have to be withheld.
(However, see the discussion of "totalization agreements" at 6.04.) No U.S.
income tax need be withheld on compensation which is subject to foreign
income tax withholding or on the portion of compensation offset by the
section 913 deduction or camp exclusion.
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Employees can often prevent overwithholding of U.S. income tax by submitting to the U.S. employer a statement of estimated section 913 deductions and a Form W-4 that takes into account expected foreign tax credits.
If the U.S. parent is not required to withhold any foreign income taxes,
employees should determine how to pay the foreign tax—by estimated
payments or with an annual return.
If compensation is paid by the foreign subsidiary, foreign income tax is
generally withheld, but not U.S. income tax; accordingly, estimated U.S.
income tax payments may have to be made quarterly to the extent that
foreign tax credits (Chapter 6) are not expected to offset the U.S. tax. For
periods after February 1, 1980, the additional charge for underpayments of
estimated tax is imposed at a 12 % annual rate.
If part of the compensation is paid by the U.S. parent and part by the
foreign subsidiary, there may be a double withholding of F.I.C.A. tax. This
can result when F.I.C.A. is withheld by both companies in accordance with
an agreement with the Internal Revenue Service. In such cases, the excess
F.I.C.A. tax which was withheld can be claimed as an income tax payment
on the employee's U.S. income tax return.
Living Quarters Furnished. Living quarters furnished to an employee "for
the convenience of the employer" is one exception to the general rule that
benefits received in cash or "in kind" are taxable income. The value of
lodging provided by, or on behalf of, an employer for the convenience of
the employer is excludable from the employee's taxable income if the
employee must accept such lodging and it is on the "business premises" of
the employer. An example of nontaxable lodging is a situation in which an
employee is provided lodging on an offshore drilling platform where he
works. Another example might be the case of an employee who is required
by the employer to live in employer-provided lodging in the employer's
apartment building and the employee is always on call for duty in managing that building.
Whether employer-provided lodging meets the "business premises" test is
a question of facts and circumstances. Normally, "business premises"
includes places where the employer conducts business or the employee
performs a significant portion of his duties. In recent years, the Internal
Revenue Service has adopted a rather strict construction of the term "business premises." However, if an individual qualifies for, and elects, the camp
exclusion (Chapter 3), the camp lodging is presumed to satisfy the business premises test.
In some countries, employer-provided lodging may not be subject to
foreign income tax or it may be valued for foreign tax purposes at nominal
amounts. Thus, employer-provided lodging may reduce foreign taxes even
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in certain cases where it is subject to U.S. taxation. You should seek professional foreign tax advice to determine if your employer-provided lodging is
subject to foreign taxation.
7.03 Foreign Citizenship of Family Members
General. The foreign citizenship of a family member can affect your filing
status and your exemptions for dependents. If a U.S. citizen is domiciled in
a community property jurisdiction, it may also affect the amount of income
subject to U.S. income tax.
Effect on Filing Status. A U.S. citizen and an alien spouse may file a joint
return, provided the spouse is a resident of the U.S. for the entire year or
makes the election, discussed below, to be treated as a U.S. resident. Joint
filing status permits the use of joint return rates, which are lower than married-filing-separate and head-of-household rates, and, also, allows married
taxpayers to use the maximum tax on earned income computation method
(7.11). Once an alien spouse has qualified as a resident alien, it is possible
to maintain resident status for U.S. income tax purposes even while temporarily resident in another country. Generally stated, the rule is that a resident alien retains resident status for tax purposes as long as there is an
intent to return to the United States as a resident even if the reentry permit
and all permissible extensions have expired.
An alien who is married to a U.S. citizen or resident as of the last day of the
taxable year may elect to be treated as a U.S. resident for tax purposes.
Unless an election is made, a married couple may not file a joint return if
either spouse is a nonresident alien at any time during the year. Two
different elections are available to cover different situations. One election
may be made if one spouse is a nonresident alien for some or all of the taxable year and the other spouse is either a U.S. citizen or a U.S. resident at
year-end. The other election is available where the status of an alien
spouse changes from that of nonresident to resident during the taxable
year, or where both spouses are nonresident aliens at the beginning of the
year and resident aliens at the end of the taxable year.
In considering these elections, you should be aware that if the alien spouse
elects to be treated as a resident for the entire year, that spouse's full-year
income from all sources must be included in the spouse's U.S. tax return,
which can be filed as a joint return if the couple so chooses. Provisions
available to resident taxpayers, such as the foreign tax credit, would also
be available on the joint return.
A U.S. citizen, whose nonresident alien spouse does not make the election
previously described, may qualify as a head-of-household taxpayer
because, for purposes of such qualification, he/she is considered to be
unmarried. A child born in a foreign country to a U.S. citizen and a nonresi-
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dent alien can qualify the U.S. citizen-parent for head-of-household filing
status, if the child is a member of the household maintained by the U.S.
citizen. It is the position of the Internal Revenue Service that the maximum
tax provisions are not available to a person who qualifies in this way for the
head-of-household filing status. However, the IRS has indicated informally
that it is reconsidering its position on this issue.
Personal Exemptions. Even if a U.S. citizen married to a nonresident alien
does not file a joint return, the U.S. taxpayer may be entitled to an exemption for the spouse. The exemption may be allowed for a spouse if the
spouse has no gross income from U.S. sources and the spouse is not the
dependent of another taxpayer.
With certain exceptions, including those relating to the Philippine Islands
and legally adopted children, no individual can qualify as a dependent for
exemption purposes unless he is a U.S. citizen or a resident of (1) the
United States, (2) Mexico, (3) Canada, or (4) the Republic of Panama. On
the other hand, a child born in a foreign country to a U.S. citizen and a nonresident alien can qualify as a dependent for exemption purposes.
Community Property Domicile. If a U.S. citizen or resident married to a
nonresident alien is domiciled or resides in a foreign country where the
spouse is considered to have a vested interest in the community income,
the community property laws of such jurisdiction (i.e., the split income
concept) will not be followed for U.S. tax purposes unless an election is
made to file a joint return. The same rules, as described in the following
paragraphs, apply similarly when the marital domicile is in a community
property state of the United States.
For U.S. tax purposes, most types of earned income (e.g., wages, salaries,
commissions, etc.) are considered the income of the spouse who rendered
the services. Therefore, a working spouse is not permitted to split foreignsource earned income with a nonresident alien spouse and thereby
exempt one-half of such income from U.S. taxation. Trade or business
income is treated as the income of the husband unless the wife manages
the business, in which case the income is considered hers. The distributive
share of a partnership's income is treated as the income of the spouse who
is the partner. Income derived from "separate property" (as determined by
local law) is attributable to the spouse who owns the property. For other
types of income, the local community property laws govern the incidence
of U.S. taxation.
If an election is made to file a joint return (see discussion under previous
heading), the above rules will not apply and the local community property
rules will apply, although all income will have to be reported on the joint
return.
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Departure from (and Return to) the U.S. If joint return filing status is
advantageous it may well be preferable for a married couple (neither of
whom are U.S. citizens) to postpone departing from the United States until
just after December 31, so that neither spouse would be considered a nonresident alien for the preceding taxable year. The opportunity to file a joint
return could also be preserved if only one of the spouses ceases to be a
U.S. resident before December 31, but the other spouse retains U.S. residence until after December 31. The election to be treated as a resident
could then be utilized. For couples who are moving to the United States to
become residents, a joint return for a particular taxable year can be filed
only if both spouses become U.S. citizens or residents before January 1
(and retain citizenship or residence all year) or if the couple elects to have
both spouses treated as residents for the entire taxable year.
7.04 Sale of Securities and Other Personal Property
The sale of investment securities may involve special tax considerations in
connection with an overseas assignment. If securities are expected to be
sold at a gain, consideration should be given to arranging the sale so as to
create foreign-source income. Capital-gain income may not be taxable
under the laws of the country in which you reside. If the gains are foreignsource capital gains, they may enable you to increase your foreign tax
credit limitations so that a greater amount of the foreign taxes imposed on
your employment income could be applied against your U.S. tax liability
(Chapter 6). Any capital losses from foreign sources and any net excess of
U.S.-source capital losses over U.S.-source capital gains will reduce
foreign-source capital gain income for this purpose.
Generally, gain from a sale ordered from abroad, but executed through a
stock exchange in the United States, is considered U.S.-source income.
Therefore, to produce a foreign-source gain it is advisable to sell stock of a
listed U.S. corporation to an overseas bank, broker, or other person acting
for his own account rather than as your agent. Furthermore, merely passing title overseas is not sufficient to create foreign-source income on the
disposition of personal property which is a capital asset (such as investment securities). To constitute foreign-source income, the sale or
exchange of personal property must take place either:
a. within the foreign country or U.S. possession where the taxpayer is a
resident, or
b. if the property sold is something other than stock in a corporation, within the foreign country or U.S. possession in which such property is used
in the taxpayer's trade or business, or in which was derived more than
50% of the taxpayer's gross income in the three preceding years.
If the above conditions are not met, the gain will be treated as U.S.-source
income; however, if the foreign country or U.S. possession imposes a tax
on the gain at the rate of 10% or more, the gain will constitute foreign42
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source income. Of course, if any disposition of personal property is subject
to a tax by the foreign country, that tax has to be considered in deciding
whether to sell.
7.05 Sale or Rental of Residence
Depending on the nature and expected length of a foreign assignment, a
homeowner may have to consider whether to rent or sell his home in the
United States. One consideration, of course, is the employer's policy
regarding reimbursement for selling expenses, any loss from the sale, or
the income tax on any gain. Some of the other important factors you
should consider are discussed below.
Sale. If it is preferable to sell your residence, it is possible to defer the U.S.
income tax on any gain by purchasing and occupying a new residence
within 18 months before or after the sale of the old residence, or by starting the construction of a new residence within 18 months before or after
the sale of the old residence and completing such construction and moving into the house within 24 months after the sale of the old residence.
Under a special provision for taxpayers living abroad, the 18-month replacement period does not run during the period a taxpayer has a foreign
tax home. However, the replacement period can never exceed four years
from the date the former house was sold.
A qualified replacement residence need not be located in the United
States; if you purchase a home to live in while abroad, that house may
satisfy the replacement requirement. However, in many instances, it is not
practicable to buy a home for the period of foreign assignment. The purpose of the special extended replacement period is to allow taxpayers
transferring abroad to sell the former residence, go abroad for an assignment of moderate duration, then return to the United States and make a
qualifying replacement purchase of another home.
Example 1: Mr. A sells his house in Chicago on February 10, 1979 and
immediately moves to a work assignment in London where he rents an
apartment. Mr. A lives in the apartment until his assignment is completed
on July 31,1981. He then returns to the United States. The latest date on
which Mr. A can purchase and occupy a replacement residence and avoid
taxation on the gain from the sale of his Chicago house is January 31,
1983. This is because Mr. A's 18-month replacement period begins on
August 1, 1981 when his tax home is no longer in a foreign country.
Example 2: If in Example 1 above, Mr. A had continued to live and work in
a foreign country until December 31, 1983, the latest date on which he
could move into a replacement residence and defer the gain on the sale of
his Chicago house would be February 10, 1983 (the date four years following the date Mr. A sold his Chicago house).
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Taxpayers who had sold homes and whose 18-month replacement period
had not expired before 1978 are granted an extended replacement period
for the time after December 31, 1977 that they have a foreign tax home.
Those taxpayers may be entitled to make a qualifying reinvestment as late
as four years from the date of sale and claim a refund for taxes paid on the
gain before the new law was passed.
Example: Mr. B accepted an overseas assignment beginning August 1,
1976 and ending June 30, 1979. Mr. B sold his house on July 31, 1976,
realizing a substantial gain. Mr. B paid taxes on the gain because he knew
he would not make a reinvestment until he returned to the United States in
1979, which is more than 18 months after the date of sale. As a result of
the new law, if Mr. B purchased and occupied a replacement house by July
31, 1979 (one month after his return from the foreign assignment), he has
made a qualified reinvestment and he should claim a refund of the tax paid
in 1976. Only 17 months of the replacement period elapsed before 1978,
so Mr. B's extended replacement period continues until one month after
his tax home ceases to be in a foreign country.
Normally, refunds must be claimed within three years after the later of the
due date or the actual filing date of the original return that reported the
house sale. Therefore, taxpayers who are entitled to a tax refund because
they now expect to make a qualified replacement within the extended
period should file their refund claims as soon as possible.
If the cost of the replacement residence is less than the net sales price of
the former residence, you must report, as taxable income, the lesser of the
actual gain or the excess of the net sales price over the cost of the replacement residence.
These deferral provisions are technical and deserve your careful attention
in their application. See also 7.06, below, as to certain factors to be considered before purchasing a residence abroad.
Rental. If you decide to rent your house in the United States while you are
overseas, instead of selling it, there are several different tax implications
you should consider. The rental activity may be considered, for tax purposes, to be a business that necessitates reporting the rental income and
expenses. Determining the amount of rental expenses involves computing
depreciation and requires that you elect a depreciation method. Since your
tax basis (for determining gain on a future sale) is reduced by depreciation
allowed (or depreciation allowable, even if you do not claim depreciation
on your tax return), you should carefully consider the depreciation method
that is best for you. However, it will not always be valid to assume that the
best method is the one that produces the most depreciation. In some
cases, even if you can obtain a fair market rental, you may realize a net loss
(particularly if you incur a high mortgage interest expense and deprecia-
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tion expense). This loss can be used to offset your other taxable income,
unless the property is being used by you or a relative of yours. Generally,
you cannot claim an excess of deductions over rental income on property
that you use personally or that is used by a relative. Another advantage in
renting your U.S. home is that the rental income constitutes U.S.-source
income that can be helpful in increasing your foreign tax credit limitation
(Chapter 6). The gross amount of rent before expenses, attracts a portion
of nonbusiness deductions that would otherwise be charged against your
foreign-source taxable income (6.07).
You should also bear in mind that a prolonged rental of your former home
may prevent the normal deferral of taxable gain provisions (see above)
from applying to a later sale. Gain from the sale of rental real estate is taxable, even if the proceeds are used to buy replacement property. Professional advice should be sought if it is not clear whether the character of the
property has changed from your principal residence to a business or an
investment property.
7.06 Purchase of a Foreign Residence
Despite possible advantages of acquiring a residence in a foreign country,
it is advisable to explore the effect a purchase might have on your tax
status in that country. For example, a purchase may cause you to be
classified and taxed as a permanent resident rather than as a temporary
one, thereby precluding the use of special allowances available only to
temporary residents.
The following discussion highlights some of the implications of deferring
taxation of a gain from the sale of a U.S. residence by purchasing a replacement residence abroad (7.05). When the gain on a former residence is
deferred, the unrecognized gain is deducted from the cost basis of the replacement residence so that any gain on its subsequent sale is increased
by the untaxed gain on the previous residence. For some taxpayers, this
rule can be used to convert gain on the sale of a U.S. residence (when moving overseas) to foreign-source gain on the later sale of the foreign residence (when moving back to the United States). By deliberately not
purchasing a replacement residence after selling the foreign residence, a
returning employee becomes taxable on the gain from the foreign residence, but he may be able to substantially eliminate the U.S. tax on that
gain by carrying over excess foreign tax credits accumulated in prior years.
Of course, you should also investigate whether the foreign country would
tax a gain on sale of a foreign residence.
Another factor to consider about ownership of a foreign residence is that
the mortgage interest and real estate taxes on the property are deductible
for U.S. tax purposes if you itemize your deductions. However, mortgage
payments (including interest) and real estate taxes are not allowed as
housing expenses for purposes of the excess foreign-living costs deduc-
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tion (2.08). It is possible that the combination of the qualified housing
expense and the zero bracket amount that would be available if you rent
foreign housing could exceed the amount of interest and property taxes
you would be able to deduct if you bought a foreign residence.
Furthermore, you should consider the investment aspects of purchasing a
foreign residence. A gain on resale would be subject to U.S. taxation
(unless the replacement rules are met and you are able to defer recognition
of the gain). If, however, you incur a loss on the resale of your residence,
that loss would not be deductible for tax purposes, even if the loss is merely a result of currency fluctuations.
7.07 Heavy Travel Schedule
If you anticipate a heavy travel schedule and you are not limited to a particular location for your residence, you may be able to save on your combined U.S. and foreign taxes by selecting a country with a relatively low
effective income tax rate. As in any decision, of course, the nontax considerations must be given their appropriate weight.
If your schedule will include substantial travel to the United States, you
should make every effort to qualify as a bona fide resident of a foreign
country (Chapter 4) because you may not satisfy the 510-day physical
presence test (Chapter 5).
Another problem inherent in business travel to the United States is that
your compensation for work performed in the United States is considered
U.S.-source income, and foreign tax credits cannot be used to offset the tax
on U.S.-source income. As a result, the more time you spend working in the
United States, the lower will be your foreign tax credit limitation and the
higher will be your net U.S. tax.
7.08 Unused Foreign Tax Credits
Many foreign countries have an effective tax rate on employment income
that exceeds the effective U.S. tax rate. As a result, many Americans living
and working abroad accumulate excess foreign tax credits that are useless
unless a way can be found to apply those excess credits against U.S. tax on
foreign-source income that is either exempt from foreign taxation or subject to special reduced foreign tax rates. Such income is referred to as
"lightly taxed" foreign-source income.
The sale of securities was mentioned in 7.04 as one possible method of
producing lightly taxed foreign-source income. If no additional foreignsource income can be generated, or if the amount generated is insufficient
to utilize all of the credits currently, it may be possible to use some credits
in years before or after the foreign assignment. For example, it might be
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possible to use excess credits as a carryback to one or both of the two preceding taxable years if in those years the taxpayer lived in the United
States and earned some lightly taxed foreign-source income on foreign
business trips.
Similarly, it may be that a taxpayer who has excess foreign tax credits
when he moves back to the United States can use those excess credits as
carryovers (for up to five years) to offset the U.S. tax on lightly taxed
foreign-source income from future foreign business trips, pensions,
bonuses, and other compensation for services rendered abroad. If excess
credits can be used against past or future lightly taxed foreign-source
income, they can provide an attractive windfall to the employee or the
employer (depending on who reaps the benefits of credit carryovers under
terms of the employer's tax reimbursement policy).
Other examples of lightly taxed foreign-source income that employees
returning from abroad commonly receive are payments in lieu of vacation
earned abroad and income tax reimbursements.
7.09 Move to Another Foreign Country
If a move from one foreign country to another entails a trip to the U.S. for
orientation, training, etc., an advance visit to the new country of residence
(4.03) could serve to assure continued foreign resident status, thus
preserving qualification for either the section 913 deduction or the camp
exclusion for the year of the move. Generally, a temporary visit to the U.S.
between assignments in two different foreign countries would not interrupt foreign resident status, but, in the event unanticipated delays occur, it
would be better to have had the preliminary visit.
7.10 Premature Termination of Foreign Employment
Valuable tax benefits may be lost by an unanticipated early termination of
foreign employment and return to the United States. If the departure date
prevents qualification for the section 913 deduction or the camp exclusion
under either the bona fide residence rule or the physical presence rule, the
U.S. tax may be increased significantly, possibly in both the year of arrival
and the year of departure.
If the employee initiates the proposal for an early return to the United
States, he should consider whether the return is urgent enough to leave
before qualification. When the employer initiates the proposal, an extension of the assignment long enough for the employee's qualification
should be considered. If there is no extension, the employer and the
employee may want to reach an understanding as to who bears the burden
of the additional tax that may result from the premature transfer of the
employee back to the United States.
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7.11 Special Tax Calculation Techniques
In connection with the consideration of other tax-saving possibilities discussed in this chapter, it should be remembered that special tax calculation techniques are available in certain situations. For instance, the use of
the maximum tax on earned income limits the tax rate on earned income
to a maximum of 50% (see next paragraph). Although this provision was
available in prior years, it may be of benefit to more expatriates now
because of the repeal of the earned income exclusion that applied before
1978. Another technique that may be beneficial is income averaging. This
method of tax calculation is sometimes beneficial if a taxpayer has
experienced a significant increase in taxable income in one year, as compared with his taxable income for the four preceding years (base period).
An employee who accepts a foreign assignment often has a significant
increase in income due to the receipt of various foreign service bonuses
and certain expense reimbursements and allowances. However, if you
compute your tax under the income averaging provisions, you cannot use
the section 911 camp exclusion in the current year, and the earned income
excluded under section 911 in the four prior years must be added back to
the income of those years for purposes of computing averageable income.
Also, if you elect income averaging, you cannot apply the maximum tax
rate on earned income. Nevertheless, income averaging should be considered because it is a tax-saving possibility, particularly during the early
years of a foreign assignment.
Individuals are entitled to be taxed on their earnings from the performance
of personal services at the lower of the regular U.S. tax rate or 50%. This
provision, referred to as "maximum tax," is designed to prevent personal
service income from being taxed at a marginal rate of more than 50%,
even at levels of income that would (if not for maximum tax) be taxed at
rates as high as 70%. Only that portion of a person's income that represents personal service income, minus directly related expenses such as the
moving expense deduction and the excess foreign living costs deduction,
is eligible for maximum tax. Personal service income includes wages, salaries, bonuses, employment allowances, moving reimbursements, tax protection reimbursements, deferred compensation, pensions, and other
amounts earned by rendering personal services. Passive forms of income,
such as dividends, interest, rents, and capital gains, are not eligible for the
maximum tax treatment, so they are taxed at the regular tax rates. If you
have any "tax preference" amounts (such items as percentage depletion,
accelerated depreciation on real property, and the bargain element of a
qualified stock option, etc.), the amount of preferences reduces personal
service income eligible for maximum tax, dollar for dollar. The untaxed portion of net long term capital gains is not considered a tax preference that
reduces the amount of income eligible for maximum tax.
Maximum tax is particularly advantageous for Americans working abroad
because those individuals often receive personal service income that is
increased by various overseas allowances not usually paid to workers liv48
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ing in the United States. Maximum tax should be considered for 1979 by
married persons who file a joint return with personal service taxable
income exceeding $60,000. For single individuals, maximum tax may be
advantageous in 1979 if personal service taxable income exceeds $41,500
($44,700 for unmarried heads-of-households). Married individuals are
prohibited from using maximum tax unless they file a joint return.
To claim the maximum tax provision, you should calculate your tax on
Form 4726, "Maximum Tax on Personal Service Income."
7.12 Moving-Expense Deduction
General Rules. An individual may become eligible for a moving-expense
deduction if, following an employment-related move, his new place of
work is at least 35 miles farther from his old home than was his former
place of work. After moving, the individual must generally continue to
work as a full-time employee in the new location for at least 39 weeks during the 12 months after the move (or 78 weeks during the subsequent 24
months if self-employed). A person who meets these tests may claim a
deduction for direct moving costs (such as transporting household goods
and personal transportation) and a limited deduction for indirect moving
expenses (such as temporary living and househunting costs).
Qualified moving expenses may be deducted whether taxpayers incur the
expenses themselves or their employers pay the expenses. Any amounts
paid by an employer to cover employee moving expenses are taxable
income to the employee, even though the moving-expense deduction may
be limited to less than the actual costs. The moving-expense deduction is
allowed in addition to itemized deductions or the zero bracket amount, so
it may be claimed by taxpayers who do not itemize deductions.
Special Rules for Foreign Moves. A foreign move is one that meets the
general rules for deductibility of expenses (above) and is made to a new
work location outside the United States. A foreign move would include
moving from the United States to a foreign location or from one foreign
location to another, but it would not include a move to the United States
from abroad.
In many instances, it is not practical for an individual to transport household
goods to the new foreign location, so he might send the goods instead to a
warehouse in the United States for storage until he is transferred back. In
addition to the direct moving expenses allowable under the general rules, a
deduction may be taken in the case of a foreign move for the reasonable
costs of :
1. Moving household goods and personal effects to and from storage, and
2. Storing the goods and effects while the principal place of work is a
foreign location.
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These expenses are considered direct moving expenses, which are not
subject to a specific dollar limitation. Usually, storage expenses will extend
over several years, giving rise to a moving-expense deduction in more than
one year's tax return.
As taxpayers moving abroad often experience considerable delay in
obtaining new housing, the maximum period during which temporary living costs are deductible is longer for foreign moves and the maximum
deduction for these indirect expenses is greater than under the general
rules. Temporary living costs are the expenses for meals and lodging incurred during the time the taxpayer stays in temporary quarters in the
general area of the new job, waiting to move into a new residence. Only
expenses incurred during a 90-day period after arrival can be considered
moving expenses (30 days under the general rules). The limitation on
deductions for the combination of temporary living costs and the expenses
of pre-move househunting is $4,500 for foreign moves ($1,500 under the
general rules). Furthermore, the overall limitation on the sum of the
expenses referred to in the preceding sentence and the costs of acquiring
and disposing of residences (or leases) is $6,000 for foreign moves ($3,000
under general rules).
In summary, the deduction for foreign moving costs is subject to the
following limitations:
Category
Direct costs:
Transporting and storing personal property and travel by the taxpayer and family to
the new home
Indirect costs:
a. Total of househunting and temporary
living
b. Other (such as costs of acquiring and
disposing of residences or leases)

Limitation
Reasonable actual costs

$4,500
$6,000 minus amount
claimed under (a) above

Taxpayers who incur substantial indirect costs in both (a) and (b) categories should deduct the full (a) category items (up to the $4,500 limitation)
first. This is because the maximum indirect costs that can be deducted are
$6,000, but (b) category items that are not claimed as moving expenses
can often be applied to reduce the gain from a home sale. Excess (a)
category items, however, cannot be used for any tax-saving purpose if they
are not treated as moving-expense deductions.
Taxpayers do not have to reduce an otherwise deductible amount of moving expenses, even if the camp exclusion(Chapter 3) or the excess foreign
living costs deduction (Chapter 2) is claimed. Under prior law (repealed in
1978), moving expense deductions were subject to disallowance where
foreign-earned income was partially nontaxable.
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7.13 Home Leave
As explained at 2.06, deductible home-leave travel includes reasonable
transportation costs to travel from your foreign tax home to your current or
most recent principal residence in the United States. But if you travel
instead to a different location in the United States, your qualified home
leave travel expenses will be limited to the costs that would apply had you
traveled to the nearest port of entry in the continental United States,
excluding Alaska. Because of this limitation, it may, in some cases, be
advisable to go out of your way to make a stop at your most recent U.S.
residence.
Example. If your most recent principal U.S. residence was in Dallas, but
you intend to take your home leave in Houston, you might wish to stop at
Dallas during the course of a home leave from Toronto. If you travel to
Dallas (on the way to Houston), round-trip costs related to the TorontoDallas travel should qualify for the home-leave deduction. If you travel only
to Houston, your qualified home-leave travel expenses would be limited to
the, perhaps, nominal costs involved in a trip from Toronto to Buffalo (the
nearest port of entry).
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State, Local, and Foreign Income Taxes;
Miscellaneous U.S. Taxes
8.01 State and Local Income Taxes
Forty-one states and the District of Columbia have income tax laws
applicable to individuals; the nine states that do not have such income tax
laws are listed in Appendix A.
State income tax laws are generally similar in their treatment of a resident
not domiciled in the state from which he is departing for foreign service;
that is, he is taxable on income from all sources up to the date of departure,
but only on income from sources within that state thereafter. The laws as
to an individual domiciled in a state, however, are divided between those
which treat such domiciliaries the same as residents not domiciled in the
state, and those which treat them as taxable on income from all sources
both before and after departure. Accordingly, if you are domiciled in the
state of which you are a resident, you will want to know how its income
tax laws, if any, will tax you after your departure. The various states' tax
laws also vary as to whether they allow an exclusion of foreign-earned
income, deduction for excess foreign living costs, and credit for foreign
taxes.
There are a number of municipalities in the United States that impose an
income tax on individuals. If you were subject to such taxes before accepting foreign employment, you should determine what local tax obligations
may continue.
8.02 Foreign Income Taxes
Many foreign countries have higher tax rates than does the United States.
Others effectively have higher rates because they do not grant certain
exemptions or deductions (such as the section 913 deduction) that are
permitted for U.S. tax purposes. Thus, foreign tax planning could be a more
important factor in your foreign assignment than U.S. tax planning, particularly if you have a choice as to country of residence.
8.03 Estate and Gift Taxes
U.S. citizens abroad and U.S. resident aliens temporarily abroad are subject
to estate and gift taxes under the same rules as if they were in the United
States. Major changes in U.S. estate tax provisions affecting the taxable
basis of property acquired from decedents were scheduled to become
effective for persons dying after December 31, 1979. However, it appears
that the so-called "carryover basis" rules will either be postponed or
repealed.
In addition to U.S. and state laws affecting estates (and gifts), the foreign
country in which you reside may also impose estate and/or gift taxes.
Although the United States has concluded a few treaties providing for
relief from double estate and gift taxation, it is possible in your country of
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residence that both U.S. and foreign estate tax would apply in the event of
your or your spouse's death. Double taxation can sometimes be avoided or
minimized by appropriate planning, but you should consult your tax and
legal advisors before taking any action on this matter.
8.04 Alternative Minimum Tax
The Revenue Act of 1978 substantially changed the taxation of individuals
who have capital gains. One of the changes included in that law is the new
"alternative minimum tax" which is payable if it exceeds income tax computed in the regular manner. Taxable income under the alternative
minimum tax is regular taxable income plus tax preference items consisting of the sum of the untaxed 60% of net long-term capital gains and
excess itemized deductions, minus a $20,000 exemption. A progressive
tax rate of 10% to 25% is applied to this amount. Foreign tax credit is the
only credit that can be used to reduce the alternative minimum tax. If the
net tax liability computed this way exceeds the regular income tax (net of
foreign tax and other credits), the higher amount is payable.
The foreign-tax-credit limitation for purposes of the alternative minimum
tax is computed in the same way as the normal credit limitation (6.06)
except that both the taxable income and preference items must be split
between U.S. and foreign sources and total taxable income must be
increased by all preferences. As a result, taxpayers with substantial capital
gains may find that a different amount of foreign tax credit is available
against the alternative minimum tax than against the regular tax. Taxpayers who expect large U.S.-source capital gains should be particularly
careful in timing such gains because creditable foreign taxes may be subject to a lower limitation for reducing the alternative minimum tax than
they would be for reducing regular income tax.
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Pending Law Change
9.01 Waiver of Bona Fide Residence or Physical Presence Test
A bill (H.R. 5973) that was passed by the House of Representatives in
December 1979 would allow individuals to qualify for the section 913
excess foreign living costs deduction or the camp exclusion in special
cases where emergency evacuation was necessary before the bona fide
residence or physical presence test could be met.
The proposal would allow individuals to obtain the section 913 deduction
or section 911 exclusion if they could reasonably have been expected to
meet the eligibility requirements, but they left the foreign country after
August 31, 1978 because of conditions of war, civil unrest, or similar conditions which precluded the normal conduct of business.
This provision should be of particular interest to individuals who left Iran
before completing an entire taxable year of bona fide residence or 510
days of physical presence during an 18-month period.
If this proposal is enacted, it would be effective for taxable years beginning
after December 31, 1977 if the foreign departure occurred after August 31,
1978. It also would permit the foreign-earned income exclusion (repealed
for years after 1977) to be claimed by certain persons who would have
been entitled to that relief in 1977 but for their unexpected early departure
from Iran after August 31, 1978.
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Special Situations
10.01 Due Date of First Return While Abroad
During the year you transfer from the United States to a foreign location,
you begin an eligibility period that may eventually qualify you for the
various expatriate tax relief measures described in preceding chapters.
However, you might not complete an entire year of bona fide residence
(Chapter 4) or meet the 510-day physical presence test (Chapter 5) by the
time you are preparing your tax return for the year of transfer. Until the
bona fide residence or the physical presence test is satisfied, you may not
file a return claiming either the excess foreign-living costs deduction
(Chapter 2) or the camp exclusion (Chapter 3).
If you have not completed the eligibility period by the date your tax return
for the transfer year becomes due (normally June 15 for taxpayers residing
or traveling abroad on April 15 (1.03)), you have two options. You can
request an extension of time to file your return until you meet the eligibility
requirements; or you can file your return without claiming either the section 913 deduction or the camp exclusion. If you file without claiming
those relief provisions, you can later file an amended return to claim the
section 913 deduction or camp exclusion when you have completed the
eligibility period. You may wish to file early without claiming the special
relief provisions if, for example, you expect a significant refund.
If you prefer to obtain the extension, you should file, in duplicate. Form
2350, "Application for Extension of Time to File U.S. Income Tax Return."
You should submit the extension request before the regular due date (normally April 15) has passed. The Internal Revenue Service will also accept a
properly completed Form 2350 filed by June 15 if the appropriate statement regarding the automatic two-month extension to June 15 is attached
(1.03). Form 2350 can be filed with either the Internal Revenue Service
Center, Philadelphia, Pennsylvania 19255, or the local Internal Revenue
Service representative, if there is one in your area. Generally, you will be
granted an extension until 30 days beyond the date when you can
reasonably expect to qualify under the bona fide residence or physical
presence test.
For example, if you transferred abroad and became a bona fide resident of
a foreign country during 1979, you can normally obtain an extension of
time to file your 1979 return until January 30, 1981, if you expect to qualify
as a bona fide resident for the entire 1980 taxable year.
Even if you obtain an extension of time to file, you will be charged interest
(12% after January 31, 1980) on any tax not paid as of the original due date
of the return (generally April 15). Therefore, it is advisable to estimate your
tax liability carefully and pay the expected balance due by April 15.
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10.02 Retirement
If you were living and working in a foreign country at any time before 1963,
a portion of your retirement pay may be exempt from U.S. income tax as
foreign-source earned income. The exemption is for that portion of retirement pay attributable to employer contributions for services performed in
foreign countries before 1963, and is claimed by treating the exempt
amount as your contribution to your retirement fund. Although no exemption is allowed as foreign-source earned income for any retirement pay
attributable to services during 1963 and later years, such portion could be
considered foreign-source income for foreign tax credit purposes.
However, if the retirement pay is received in the form of a lump-sum distribution and you elect to use the special ten-year averaging rule to compute the tax, the foreign tax credit is not allowed against the tax so computed.
A special provision allows a former employee to obtain a moving expense
deduction for the costs of moving back to the United States in connection
with a bona fide retirement. Normally, moving expenses are only deductible if you work as a full time employee at the new location for at least 39
weeks during the 12-month period following a move to a new tax home
(78 weeks in a 24-month period for self-employed individuals). However,
this 39-week rule is waived if in connection with bona fide retirement from
your former employment you are moving back to the United States and
both your former tax home and residence were outside the United States.
Benefits you receive that are from pension plan earnings or employer contributions after 1962 are taxable pension income. The portion of taxable
pension income that you receive for services rendered abroad is considered foreign-source income for purposes of the foreign tax credit limitation (6.06). If you receive benefits from a qualified retirement plan maintained by your U.S. employer, part of your taxable pension may be foreignsource income against which foreign tax credits carried forward from prior
years might be applied (Chapter 6). In this case, it is necessary to determine the portion of the pension benefits that is considered to be from
foreign sources.
The Internal Revenue Service has ruled that any benefits attributable to
plan earnings (as compared with plan contributions) in a qualified U.S.
retirement plan are considered to be U.S.-source taxable income. Thus, it is
necessary first to determine what portion of pension benefits is from plan
income and what portion is from contributions. Secondly, contributions to
the plan must be analyzed in two ways: determine the amount of employer
contributions (your own contributions are tax free) and then determine the
amount of employer contributions that were made for your foreign
employment period. The portion of employer contributions to the plan for
the period you worked abroad constitutes foreign-source income (6.07). If

56

Deloitte Haskins & Sells

U.S. Citizens Abroad

this pension income is not subject to foreign taxation, it may provide a
convenient means of utilizing excess foreign tax credits accumulated in
prior years. Of course, you will want to consult your employer to learn the
details of plan contributions and earnings.
If you receive your pension benefits in the form of a lump-sum distribution
(LSD), there are alternative ways in which you can elect to have the LSD
taxed. If you elect the special ten-year averaging method, you will not be
able to claim a foreign tax credit against the special LSD tax. Because an
LSD may well constitute a very substantial payment, you should seek
professional tax advice to help you evaluate alternative tax options.
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United States Individual Income Tax For 1979
Single Taxpayers
Taxable Income
Over
Not Over
-$ 2,300
$ 2,300- 3,400
3,400- 4,400
4,400- 6,500
6,500- 8,500
8,500- 10,800
10,800- 12,900
12,900- 15,000
15,000- 18,200
18,200- 23,500
23,500- 28,800
28,800- 34,100
34,100- 41,500
41,500- 55,300
55,300- 81,800
81,800-108,300
108,300-

Tax

Tax Rate
on Excess

0
0
0 + 14%
$ 154+16%
3 1 4 + 18%
6 9 2 + 19%
1,072 + 21%
1,555 + 24%
2,059 + 26%
2,605 + 30%
3,565 + 34%
5,367 + 39%
7,434 + 44%
9,766 + 49%
13,392 + 55%
20,982 + 63%
37,677 + 68%
55,697 + 70%

Heads of Households
Taxable Income
Over
Not Over
-$ 2,300
$ 2,300- 4,400
4,400- 6,500
6,500- 8,700
8,700- 11,800
11,800- 15,000
15,000- 18,200
18,200- 23,500
23,500- 28,800
28,800- 34,100
34,100- 44,700
44,700- 60,600
60,600- 81,800
81,800-108,300
108,300-161,300
161,300-

Tax
0
0+
$ 294 +
630 +
1,026 +
1,708 +
2,476 +
3,308 +
4,951 +
6,859 +
9,085 +
13,961 +
22,547 +
35,055 +
51,750 +
87,790 +

Tax Rate
on Excess
0
14%
16%
18%
22%
24%
26%
31%
36%
42%
46%
54%
59%
63%
68%
70%
(continued)
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(Continued)

Married Taxpayers
Filing Separately
Taxable Income
Over
Not Over
-$ 1,700
$ 1,700- 2,750
2,750- 3,800
3,800- 5,950
5,950- 8,000
8,000- 10,100
10,100- 12,300
12,300- 14,950
14,950- 17,600
17,600- 22,900
22,900- 30,000
30,000- 42,800
42,800- 54,700
54,700- 81,200
81,200-107,700
107,700-

Tax

Tax Rate
on Excess

0
0
0 + 14%
$ 147 + 16%
315 + 18%
702 + 21%
1,133 + 24%
1,637 + 28%
2,253 + 32%
3,101 + 37%
4,081 + 43%
6,360 + 49%
9,839 + 54%
16,751 + 59%
23,772 + 64%
40,732 + 68%
58,752 + 70%

Married Taxpayers
Filing Jointly
Taxable Income
Over
Not Over
-$ 3,400
$ 3,400- 5,500
5,500- 7.600
7,600- 11,900
11,900- 16,000
16,000- 20,200
20,200- 24,600
24,600- 29,900
29,900- 35,200
35,200- 45,800
45,800- 60,000
60,000- 85,600
85,600-109,400
109,400-162,400
162,400-215,400
215,400-
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Tax

Tax Rate
on Excess

0
0
0 + 14%
$
294 + 16%
630 + 18%
1,404 + 21%
2,265 + 24%
3,273 + 28%
4,505 + 32%
6,201 + 37%
8,162 + 43%
12,720 + 49%
19,678 + 54%
33,502 + 59%
47,544 + 64%
81,464 + 68%
117,504 + 70%
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State Income Tax Laws
The following states of the United States do not have a personal income tax:
Connecticut (tax on capital gains and dividends)
Florida (tax on intangibles)
Nevada
New Hampshire (tax on interest and dividends)
South Dakota (tax on intangibles)
Tennessee (tax on interest and dividends)
Texas
Washington
Wyoming
The other forty-one states and the District of Columbia have income tax laws.
Certain municipalities and local governments also impose an income tax.
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Specimen Computation of Individual
Income Tax Return for a United States
Citizen Employed Abroad
Taxpayer's income information:
Salary—Domestic Corporation International:
12 months at $2,000 per month
Total days worked during the year
Days worked in the United States during the
year

$24,000
240
6

Allowances, reimbursements, and in-kind benefits
from Domestic Corporation International:*
Value of car furnished for personal use
Cost-of-living allowance
Home-leave allowance
Children's tuition
Housing expense reimbursement
Overseas premium pay

$

350
1,850
3,000
3,820
10,000
1,200

$20,220

These amounts represent compensation
for services performed outside the U.S., as
provided by contract between Domestic
Corporation International and the taxpayer.
Dividends received on Domestic Corporation capital
stock (jointly owned)

$

330

$

250

Interest received on:
Savings accounts
Domestic Corporation bonds
Capital gain on sale of 200 shares of U.S. Company
Proceeds—July 11,1979 (Selling price
$10,000, less commissions of $124 and state
transfer tax of $7). The sale occurred in the
United States.

$

100
150

$ 9,869

Cost—April 7, 1974 ($8,000, plus commissions of $106)

8,106

Taxpayer's itemized deduction information:
Medical and dental expense:
Hospitalization insurance
Taxes—See capital gain income—State
transfer tax
Charitable contributions:
American Red Cross
Catholic church —France
Catholic church —United States

$

100
500
1,000

$ 1,763
$

310

$

7

$ 1,600
(continued)
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(continued)

Interest paid on:
Margin account to purchase Domestic Corporation shares in U.S.
Nonrecourse loan to carry investment real
estate in the U.S.
Other deductions:
Rental of safe deposit box to hold shares
and securities in U.S.
Tax preparation fee

$

300
1,000

$

5
350

$ 1,300

$

355

Personal and dependents' exemption information:
Husband, wife, and two children (each child is
under age 19, has gross income less than the
amount of his or her exemption, and is living
at home with parents) —Four exemptions at
$1,000 each

$ 4,000

Foreign income tax payments during the year:
Actual payments and withholding —
Fcs. 22,4001

$ 5,600

In I977 and I978 Mr. and Mrs. Citizen paid more foreign income taxes
than they were able to use as foreign tax credits in their 1977 and 1978
federal returns. Their prior years' Forms 1116 reflect the following foreign
tax credit information:
• In 1977 they paid the equivalent of $4,600 in foreign income taxes, of
which $291 was used as a credit against U.S. income taxes.
• In 1978 they paid the equivalent of $4,800 in foreign income taxes, of
which $284 was used as a credit against U.S. income taxes.
U.S. income tax payments during the year:
Estimated tax payments

$

400

Travel to (and return from) the U.S. during the year:
The Citizen family traveled to the U.S. on September 10, returning to
France on September 28. While in the U.S., Mr. Citizen worked six
days. The U.S. travel was to their most recent U.S. residence.
Qualified Expenses:
Expenses incurred by the Citizen family for housing, home leave travel,
and dependent education were fully reimbursed by the employer and
meet the various tests as qualified expenses for purposes of the excess
foreign-living costs deduction as previously discussed.
1 "Fcs." stands for French francs. An assumed exchange rate of Fcs. 4.00/$1 has been used
to translate French currency amounts to the U.S. dollar equivalent.

(continued)
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(continued)

Summary:
1. Enter personal data, filing status, exemptions, etc., on the top of
page 1 of Form 1040—U.S. Individual Income Tax Return.
2. Proceed to Part III of Schedule B (Form 1040), answer questions A and
B, then go to Form 90-22.1. Enter personal data (items 1, 2, 3, and 4), and
answer item 7 (foreign personal bank account is Mr. Citizen's separate
account and the balance was never over $10,000). That completes Form
90-22.1. This form —Report of Foreign Bank and Financial A c c o u n t s replaces prior years' Form 4683. The form is due on or before June 30,
1980. It should be signed, dated, and sent directly to:
U.S. Treasury Department
P.O. Box 28309
Central Station
Washington, D.C. 20005
U.S.A.
Form 90-22.1 can be obtained by writing to the above address.
Now on to Form 2555—Deduction from, or Exclusion of, Income Earned
Abroad.
3. After entering personal data, employer's name and addresses, the
latest year for which a U.S. individual income tax return was filed, and the
address where filed, check the box next to the appropriate status (in this
case, "bona fide residence").
For "bona fide residence," the form requires you to complete Part I.
4. Lines 1 ,2, 3,4, and 6 of Part I should be completed. Line 5, however,
requires a separate computation since Mr. Citizen spent six days during
1979 working in the United States.
5. We must now determine how much income should be attributed to
U.S. sources due to Mr. Citizen's six business days in the U.S. This is
shown on the "Schedule of Computations" which is attached to the
return. We know Mr. Citizen received $2,000 per month throughout the
year and he worked 240 days.
The salary attributable to U.S. sources is:
days in the U.S. on business
total days worked during the year

X

the annualized monthly salary
during the month of the trip

Enter the result ($600) on the appropriate box of line 5, Part I.
We are now ready for Part III.
(continued)
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(continued)

6. Part III —Form 2555. The question on line 10 is answered "No" in this
case as all income was for the current year. Line 11 asks for the foreignsource salary. On the "Schedule of Computations," this is the salary
earned, less the portion attributed to U.S. sources. Lines 12 through 18
are self-explanatory. (Since these amounts were paid under contract for
foreign services, it is not necessary to allocate a portion of each to U.S.
sources as was the case for salary earnings at Step 5.) The responses to
questions 19, 20, and 21 are "No" because the Citizens lived in only one
home all year and that home was not in a hardship area.
7. Part IV—Form 2555 is now to be completed.
a. Lines 22 and 23—Enter the schooling expense information requested.
In our facts, all deductible schooling expenses were reimbursed by the
employer, so the line 23 amount agrees with the amount entered on Part
III, line 16(d).
b. Line 24 home-leave expense agrees with reimbursement from
employer entered on Part III, line 16(e).
c. Lines 25 through 29 do not apply since the tax home is not in a hardship area.
d. Line 30 amount agrees with amount on line 16(f) of Part III.
e. Line 31 (a) amount is the sum of the $600 earned in the U.S. on business from Part I, line 5 and the total earned income from foreign sources
from line 18(b), Part III.
f. Line 31 (e) amount is derived by reference to the Qualified Cost-of-Living Differential Tables in the instructions for a family size of four.
g. Other entries in Part IV are self-explanatory. Line 43 amount is carried
to line 24 of Form 1040. Part V does not apply (and is, therefore, left
blank) because Mr. Citizen did not reside in a camp during any part of
1979.
8. Dividends and Interest. The gross amount of dividends received,
except capital gain and nontaxable dividends, is placed on page 1 of
Form 1040, line 10(a). The dividend exclusion of $200 ($100 for each
spouse's dividends from qualified U.S. corporations) is entered at 10(b)
and the net taxable dividends at 10(c). If any capital gain dividends were
received, they would be reported in Schedule D (Form 1040). Total
interest income is entered on page 1 of Form 1040 at line 9.
9. Sale of Shares. Schedule D (Form 1040) is used to report capital gains.
The asset sold was held for more than 12 months and it is entered on
(continued)
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line 9, Long-Term Capital Gains and Losses. The dates acquired and sold
and the net sales price are then entered. The net long-term capital gain is
then placed on the total lines (11, 12, 16, 18, and 20) as this is the only
transaction involving capital items for the year. We are allowed to deduct
60% of the amount on line 20 and be taxed on the remainder on line
22(b). We follow the instruction on line 22(b) which tells us to enter this
total on Form 1040, line 14.
10. Now it's time to determine if the zero bracket amount is applicable or
if itemized deductions will be used. Itemized deductions total $2,905, as
follows:
Medical expenses
Contributions (Note that the contributions to
foreign churches, charities, etc., are not
deductible.)
Interest
Other deductions

$

150

1,100
1,300
355
$2,905

The zero bracket amount is $3,400; therefore, we will not itemize deductions. Consequently, Schedule A (Itemized Deductions) will not be
reproduced.
11. The tax for line 35 of Form 1040, page 2 is computed by reference to
the I.R.S. Tax Tables contained in the instructions that accompany the
form.
We now compute the Citizens' foreign tax credit.
12. Foreign Tax Credit—Form 1116. Before we enter any figures on Form
1116, we need a Schedule of Foreign-Source Gross Income and Deductions. The schedule is used to allocate and/or apportion deductions to
arrive at foreign-source taxable income. The only items of foreign-source
income the Citizens have are salary and allowances. The rest of the
income items are listed in the U.S. column. The zero bracket amount must
be allocated on a gross income basis, before exemptions and exclusions,
between U.S. and foreign-source income.
We now have the figures necessary to complete Form 1116.
(continued)
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13. Form 1116—Computation of Foreign Tax Credit. The Citizens' taxable year, name, address, etc., are entered in the appropriate boxes at the
top of page 1 of the form. The box indicating the class of income with
respect to which the credit is being computed is checked. The name of
the country from which the Citizens received foreign-source income is
listed in column 1 of Schedule A. Columns 2, 3, and 4 of Schedule A are
then completed as shown in the example. The amounts for columns 2(d)
and 3(e) are derived from the Foreign-Source Gross Income and Deductions schedule just completed. The entire excess foreign living costs
deduction (Form 2555, line 43) is entered in Column 3(d). The amount in
column 4 of Schedule A is obtained by deduction, and it corresponds to
the amount of foreign-source taxable income before exemptions which is
also shown in the schedule just completed.
We now go to page 2 of the form.
The Citizens have elected to use the "paid" basis for claiming the credit
as indicated at the top of column 1 of Schedule B. From the taxpayers'
information, we determine that Mr. Citizen paid Fes. 22,400 in French
income taxes, and this amount is entered in column 4(c). We translate the
French francs into U.S. dollars and enter the conversion rate in column
4(d) and the U.S. dollar equivalents in columns 4(g) and 4(h).
Schedule C of Form 1116 is for computation of the foreign tax credit,
including taxes available for credit and the limitation. The foreign tax
carryovers from 1977 and 1978 are entered on line 2, as obtained from
the detail supporting schedule.
The amount on line 9 ($3,400) merely subtracts your zero bracket
amount. You also note the amount entered on line 12 ($2,823) is the U.S.
tax before credits. The amount on line 15 is the computed limitation on
the foreign tax credit for the year, and line 16 is the actual foreign tax
credit for the year (amount of foreign taxes available for credit or the
limitation, whichever is less). The Citizens cannot claim all the foreign tax
paid as a credit so there will be a carryover to the next year of $11,821
($14,425 less $2,604). Schedule D, at the bottom of Form 1116, is a summary of the foreign tax credit. The amount from line 16 of Schedule C is
entered on line 4 of Schedule D and carried to lines 5 and 7. The total
foreign tax credit for the year ($2,604) should now be entered on line 42
of page 2 of Form 1040, and totaled on line 46. We subtract to arrive at a
total tax of $219.
14. After entering on line 56 the U.S. income tax paid by estimate ($400),
and carrying this amount to line 62, we find that the Citizens have overpaid their tax by $181. Since Mr. and Mrs. Citizen are filing jointly, both
must sign the return.
(continued)
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(continued)

The Citizens expect that their net U.S. tax liability in 1980 will be greater
than the 1979 liability of $219. They, therefore, should file a 1980 Estimated Tax Declaration (Form 1040 ES) and pay an amount at least equal
to the 1979 tax ($219). If their expectations change, or if the tax law
changes, their situation should be reviewed. In this case, the Citizens
elected to apply their $181 overpayment toward their 1980 estimated
tax, leaving an amount of at least $38 in estimated 1980 tax that must be
paid either by estimated tax instalments or payroll withholding.
Note: Since this specimen return is intended only to be an example of
U.S. expatriate taxation, it does not take into account any special tax
implications that are peculiar to Americans living in France. Americans
resident in France would have their French and U.S. tax liabilities affected
by the Income Tax Convention between France and the United States as
amended by the Protocol signed on November 24, 1978 and effective for
taxable years beginning on or after January 1, 1979.
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John W. and Jane Citizen —1979

000-00-0001
000-00-0002

Form 1 1 1 6 , Schedule A—Foreign-Source
Gross Income and Deductions
Total
Gross Income
Wages, salaries, etc. (before
Section 913 deduction)
Dividends (before exclusion)
Interest
Sale or exchange of property
(gains only)
Total

Deductions from Total Income
Section 913 deduction
Dividend exclusion
60% long-term capital gain
deduction
Total deductions
Adjusted gross income
Zero bracket amount
To be apportioned (D)
Apportionment:
(B) $2,943
U.S
(A) $46,563
Foreign

(C) $43,620
(A) $46,563

$44,220
330
250

$43,620

600
330
250

46,563

2,943

(A)

(B)

22,980
200

200

1,058
24,238
$22,325

1,058
1,258
$1,685

43,620
(C)

22,980

22,980
$20.640

3,400

X (D) =

3,185

Deloitte Haskins & Sells

$

1,763

215

Taxable income before
exemptions

Foreign
Source

1,763

X (D) =

Total zero bracket amount

U.S.
Source

215
3,185

3,400

215

3,185

$18,925

$1,470

$17,455
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John W. and Jane E. Citizen — 1979

000-00-0001

000-00-0002

Form 1116, Schedule C—Detail Computation
Foreign tax credit carryover:
Year

Tax Paid

Used

Carryover

Expires

1977

$4,600

$291

$4,309

12/31/82

1978

4,800

284

4,516

12/31/83

Total

$8,825

Note: Taxes paid in 1976 and in years prior have previously been
utilized as foreign tax credits.
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John W. and Jane E. Citizen — 1979

000-00-0001
000-00-0002

Schedule of Computations
Salary on an annual basis during days
worked in U.S. ($2,000 X 12)
Days worked in U.S. on business during year
Total days worked during year

$24,000
6
240

Salary attributable to services in U.S. (6/240
X $24,000)
Salary
attributable
to services
in foreign
country(ies)
($24,000
less $600)

Deloitte Haskins & Sells

600
$23,400
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John W. and Jane E. Citizen — 1979

000-00-0001
000-00-0002

Statement Attached to and Made Part of
U.S. Individual Income Tax Return
for the Calendar Year 1 9 7 9
Taxpayers, who are United States citizens, are presently residing in
France and were so residing on April 15, 1980. This statement is attached
in conformity with regulation 1.6081-2(a) (5) which provides for an
automatic extension of time to June 16,1980 for filing the return of taxpayers residing or traveling outside the United States on April 15, 1980.
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Appendix C
1979 Qualified Cost-of-Living Differential Tables
T A B L E A—Geographic Areas
Find

the group

of-living
home

that
for

is in an area not

obtained
Form

code

differential
from
OF-173

considered

for

applies

to your

that group

code.

listed,

Director,
must

Allowances

be furnished

the

1980

Group
Code

Country

complete

geographic
No

index

Dept.
Staff,

of State
of State

Group
Code

Dominican Republic .A
Ecuador . . . .
A
A
Egypt
El Salvador. . .
R
Equatorial Guinea. . .B

Bahrain
. . .
Bangladesh. . . . . .
. . .
Barbados
Belgium
. . .
. . .
Belize

Gabon
Gambia
Germany, E. .
Germany, W..
Ghana
I
Greece
Grenada . . .
Guatemala . .
Guinea
Guinea-Bissau

Benin
. .
Bermuda
. . .
Bhutan
, . .
Bolivia
. . .
Botswana
Brazil
. .
British Virgin Is. . . .
. . .
Brunei
Bulgaria
. . .
, . .
Burma
. . .
Burundi
Cambodia . . . . . .
Cameroon . . . .. . .
. . .
Canada
Cape Verde . . .. . .

F
Ethiopia . . . .
B
Fiji
Finland
France
French West Indies . . J

.E
.A

.C
.A

TABLE

.
..
.
.
.

.
.
.
.
.

.
.
.
.
.

to Table

OF-173,

of State,

X.

30,

1980,

(If

the

tax

Schedule,

D.C.
for

cost-

your

Price

Washington,

by April

N
.
.

.
.
.

A
R
.J
F
C

Group
Code

Country

Liberia
.
Libya
.
Liechtenstein . . .
Luxembourg. . . .
Madagascar. . . . .
Malawi
.
Malaysia
.
Maldives
.
Mali
.
Malta
.

.
. .
.
.
. .

20520.

the area

to

be

A
A

.H
.X
.L
.A
.F

Iceland
India
Indonesia. . . .
Iran
Iraq

K
A
R
R
F

New Zealand. . . . . .A
Nicaragua . . . . . . .A
Niger
. . M
Nigeria
. . .K
Norway
. . M

Ireland
Israel
Italy
Ivory Coast
Jamaica

F
F

Oman
.
Pakistan
.
Panama
.
Papua N. Guinea .
Paraguay
.

Japan
Jordan
Kenya
Kiribati
Korea, N

M
R
M
G
A
X

Korea, S
Kuwait
Laos
Lebanon . . . .
Lesotho . . . .

H
A
A

.
.
.
.

F

Seychelles

H
. .A
Sierra Leone
. .D J Singapore
. .A L Solomon Islands, . . . B
H
. . J
South Africa
A
. .D

Nepal
Netherlands . .
N e t h . Antilles .
New Caledonia
New Hebrides .

. .

San Marino
Sao Tome & Principe .G
.J
Saudi Arabia

Mauritania . . . . . . M J
, . . ,E L
Mauritius
Mexico
. . .A L
Monaco
. . .X L
Mongolia
. . .C
D
Montserrat. . . . . . .A
Morocco
. . .H
Mozambique. . . . . .C
Namibia
. . .A
Nauru
. . .A
.
.
.
.
.

Group
Code

Country

.H
I
M
.K
I

Guyana
Haiti
Honduras. . . .
Hong Kong. . .
Hungary . . . .

.B
.A
.K
.H
.A

B for

code
Retail

.C
.C
.C
.F
.D

, . . .G
Cayman Is
Central Afr. Rep. . . .K
, . . M
Chad
, . . .F
Chile
. . . .A
China
. . . .A
Colombia
, . . .G
Comoros
, . . . J
Congo
Costa Rica . . . . . . .C
. . . .F
Cuba
Cyprus
Czechoslovakia
Denmark
Djibouti . . . .
Dominica. . . .

refer

for group

table.)

Afghanistan . . . . . .B
. . .X
Albania
. . . . I
Algeria
Andorra
. . . I
. . .D
Angola
. . .A
Antigua
.
. .G
Argentina . . . .
, . . .E
Australia
. . . M
Austria
. . . .G
Bahamas

.A

Form

Department

to the Dept.

Country

J
.A
.C
.K

area and
is available

.
.
.
.
.

F
A
H

Sri Lanka
Surinam
Swaziland

A
M
M
A
C

Switzerland
Syria
Tanzania

A

Thailand

.A D
.K
.D C
.H
.D

A
Trinidad & Tobago . .D
Tr. Terr. of Pac. Is. . . .A
F
A
Turks & Caicos Is. . . .C
A

.H
.A D
.B
.H
.B

United Arab Emirates . J
United Kingdom. . . .H
K
Upper Volta
Uruguay
A

. . .A
Philippines . . . . . . .A D
Poland
. . .A
Portugal
. . .A
Qatar
. . . J

Vatican City
Venezuela
Vietnam
X
Western Samoa . . . .B
Yemen (Aden). . . . A

Romania
Rwanda
St. Kitts-Nevis . .
St. Lucia
St. Vincent. . . .

Yemen (Sana)
Yugoslavia

.
.
.
.
.

.
.
.
.
.

.
. .
.
.
.

H
C
P
G
Zimbabwe Rhodesia .X

.C I
I
.A D
.A
.A

. . . .

B - Cost-of-Living Differential
Family Size (Number of Persons)

Code
A and B
C
D
E
F

1

2

3

N o cost-of-living d i f f e r e n t i a l a l l o w e d .
$
500
$
600
$
700
1,400
1,000
1,100
2,100
1,400
1,700
2,700
1,900
2,300

4
$

800
1,500
2,300
3,000

5
$

800
1,600
2,300
3,100

6 or more
$

900
1,700
2,500
3,300

G
H
1
J
K

2,400
2,900
3,500
4,300
5,200

2,800
3,400
4,200
5,100
6,200

3,400
4,100
5,100
6,200
7,500

3,700
4,500
5,500
6,700
8,200

3,900
4,700
5,800
7,000
8,500

4,100
5,000
6,100
7,400
9,100

L
M
N

6,200
7,100
8,100
9,100
10,000

7,400
8,500
9,600
10,700
11,900

8,900
10,200
11,600
13,000
14,300

9,700
11,200
12,700
14,200
15,600

10,100
11,600
13,200
14,700
16,300

10,700
12,400
14,000
15,700
17,300

P
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Appendix D

1979 Qualified Hardship Areas—Countries and Locations
(Unless a beginning or ending date is shown for your area, the location qualified as a hardship
area for the entire year. Only the locations listed below qualify as hardship areas.)
A F G H A N I S T A N — A l l locations
A L G E R I A - A I I locations
A N G O L A - A I I locations
ASCENSION ISLAND-AII
locations
AUSTRALIA
Alexandria Station1
BAHAMAS
A n d r o s Island, e x c e p t Nicolls
Town1
H a r d Bargain, L o n g Island 1
Carter C a y 1
Eleuthera Station1
Great Stirrup Cay1
T r e a s u r e C a y & Marsh H a r b o r 1
B A H R A l N — A l l locations
B A N G L A D E S H - A l l locations
B E L I Z E — A l l locations
B E N I N — A l l locations
BOLIVIA
A l l locations, e x c e p t C o c h a b a m b a and S a n t a C r u z
BRAZIL
A l l locations w i t h i n t h e states o f :
Acre, A m a p a , Amazonas, Cuiaba,
Goias, M a r a n h a o , M a t o Grosso,
Para, Piaui, R i o B r a n c o , C a m a m u ,
B a h i a i , a n d R i o G u a r a n i , Parana 1
BRITISH WEST INDIES
Antigua Air Station1
BULGARIA
A l l locations, e x c e p t S o f i a
B U R M A — A M locations
B U R U N D I - A I I locations
C A M E R O O N - A M locations
CANADA
Northwest Territories
C A P E V E R D E - A I I locations
CENTRAL AFRICANREP.-All
locations
C H A D — A l l locations
CHAGOS ARCHIPELAGO—All
locations
C H I N A — A l l locations
COLOMBIA
Gigante1
Montelibano1
C O N G O — A l l locations
C O O K I S L A N D S — A l l locations 2
COSTA RICA
All locations, e x c e p t San Jose
CUBA
Havana
D J I B O U T I - A I I locations
DOMINICAN REPUBLIC
AM locations, e x c e p t S a n t o
Domingo
Santo Domingo from 9 / 1 3 / 7 9
to 11/17/79
E C U A D O R — A l l locations
EGYPT
A l l locations, e x c e p t A l e x a n d r i a
and Cairo
EL S A L V A D O R
El R o n c o 1
San Lorenzo1
San Salvador after 4 / 2 1 / 7 9
E T H I O P I A - A M locations
FALKLAND ISLANDS-AII
locations
1

FRENCH WEST I N D I E S - A I I
locations
G A B O N - A l l locations
G A M B I A — A l l locations
G H A N A — A l l locations
G R E E N L A N D - A l l locations
GUATEMALA
A l l locations, e x c e p t G u a t e m a l a
City
G U I N E A — A l l locations
G U I N E A - B I S S A U — A l l locations
G U Y A N A - A I I locations
H A I T I — A l l locations
H O N D U R A S - A l l locations
I N D I A — A l l locations
I N D O N E S I A - A l l locations
I R A N — A l l locations
I R A Q — A l l locations
ISRAEL
Negev Region C o n s t r u c t i o n
Sites after 4 / 2 1 / 7 9
I V O R Y C O A S T — A l l locations
JORDAN
All locations, e x c e p t A m m a n
KENYA
Garissa
Kitale
Ngomeni
Wajir
KOREA
A l l locations, e x c e p t Osan A B
( I n c l u d i n g P y o n g t a e k ) , Pusan,
Seoul ( i n c l u d i n g A S C O M ; S u w o n ;
K i m p o A i r f i e l d s ; C a m p s Eiler,
Mercer and T h o m p s o n ) , and
Chanyan-Myon
K U W A I T - A I I locations
L A O S — A l l locations
L E B A N O N —All locations
L I B E R I A - A l l locations
L I B Y A - A I I locations
M A D A G A S C A R - A l l locations
MALAYSIA
AM locations, e x c e p t K u a l a
L u m p u r and Penang
MALDIVES
AM locations after 3 / 1 0 / 7 9
M A L I — A l l locations
M A U R I T A N I A - A I I locations
MEXICO
N a c o z a r i de G a r c i a , S o n o r a 1
M I D W A Y I S L A N D S - A M locations 2
MOROCCO
Ben G u r i a 1
Phos B o u c r a 1
M O Z A M B I Q U E - A I I locations
N E P A L - A I I locations
NEW C A L E D O N I A
Noumea1
N I C A R A G U A - A M locations
N I G E R - A I I locations
N I G E R I A - A l l locations
O M A N — A l l locations
P A K I S T A N — A l l locations
PANAMA
AM locations, e x c e p t P a n a m a C i t y ,
S a n t i a g o , and Canal A r e a (Pretreaty)

PAPUA NEW G U I N E A - A M
locations
PARAGUAY
AM locations, e x c e p t A s u n c i o n
PERU
A l l locations, e x c e p t A r e q u i p a
and L i m a
PHILIPPINES
AM locations, e x c e p t Baguio C i t y ,
Cagayan de O r o , C e b u , Los
Banos, M a n i l a ( i n c l u d i n g C a v i t e ) ,
San F e r n a n d o , La U n i o n , and
San Pablo
Q A T A R — A l l locations
ROMANIA
A l l locations, e x c e p t Bucharest
R W A N D A — A l l locations
S A U D I A R A B I A — A l l locations
S E N E G A L — A l l locations
S E Y C H E L L E S — A l l locations 1
S I E R R A L E O N E — A l l locations
SINAI FIELD MISSION
S O M A L I A - A M locations
SOUTH AFRICA
Aggeneys 1
SOUTHERN RHODESIA
AM locations a f t e r 1 0 / 2 0 / 7 9
S R I L A N K A - A I I locations
S U D A N — A l l locations
SURINAM
All locations, e x c e p t P a r a m a r i b o
S Y R I A — A l l locations
TAIWAN
A l l locations, e x c e p t Kaohsiung
(incl. T s o y i n g ) , T a i c h u n g (incl.
C h i n g C h u a n Kang and C h i n g
S h u i ) , Tainan and Taipei
T A N Z A N I A — A l l locations
THAILAND
A l l locations, e x c e p t Bangkok
T O G O — A l l locations
T R U S T T E R R I T O R Y OF THE
P A C I F I C I S L A N D S - A l l locations
TUNISIA
Makthar
TURKS A N D CAICOS ISLAND
Grand T u r k Auxiliary Airfield1
TURKEY
Afsin-Elbistan1
Diyarbakir-Pirinclik
Kayseri 1
UGANDA
All locations after 5 / 5 / 7 9
UNITED ARAB EMIRATES-AII
locations
UNITED KINGDOM
Belfast
Londonderry2
U P P E R V O L T A — A l l locations
U . S . S . R . — A M locations
VENEZUELA
Guri-Compamento1
YEMEN ARAB REPUBLIC-AII
locations
Z A I R E — A l l locations
Z A M B I A — A l l locations

T h o s e areas w e r e reclassified as hardship areas for all o f 1 9 7 8 a f t e r t h e issuance o f t h e 1 9 7 8 hardship

area list.
2

These areas w i l l n o t be listed as hardship areas beginning Jan. 1, 1 9 8 0 , because t h e r e is i n s u f f i c i e n t
i n f o r m a t i o n t o d e t e r m i n e t h e post d i f f e r e n t i a l p a y a b l e a f t e r t h a t d a t e .
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United States Income, Estate, and
Social Security Treaties and
Agreements in Effect as of January 1, 1980
Income tax treaties are in effect with:
Australia
Austria
Belgium
Canada
Denmark
Finland
France
Germany
Greece
Hungary
Iceland

Ireland
Italy
Japan
Korea
Luxembourg
Netherlands
Netherlands Antilles
New Zealand
Norway
Pakistan
Poland

Romania
South Africa
Sweden
Switzerland
Trinidad and Tobago
United Kingdom
Certain territories or
former territories of
the United Kingdom
Union of Soviet Socialist
Republics

Estate tax treaties are in effect with:
Australia
Canada
Finland
France
Greece

Ireland
Italy
Japan
Netherlands

Norway
Switzerland
South Africa
United Kingdom

Social security agreements (totalization agreements) are in effect with:
Germany
Italy
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